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Executive Summary 
Capital Market is the buzz word in the first decade of the twenty first century. The growth of capital 
market in the last decade has been phenomenal with huge investment coming from across the world 
the Indian capital market was going through one of the best times in its history but it was in the 
latter half of the year 2008 the downfall or rather crash of Indian capital market started and since 
then it has failed from time to time to regain the confidence of the investors. 
Foreign can come if two from in a country (i.e. FDIs and FIIs). FDI means directly investing in a 
foreign company or project whereas FII means investing indirectly in foreign markets by buying 
shares of foreign companies. Till 2008 FIIs were considered to be one the biggest source of capital 
in India, but suddenly by the mid-2008 the Indian stock markets started to crash. The crash was 
considered to be the after effect of the US-subprime crisis. It was perceived that the crash is only 
due to the withdrawal of funds by FIIs. 
The current research focuses on studying the exact impact of FIIs on the Indian stock and capital 
market. In this journey the first chapter talks of the concepts, design of the Indian capital market 
and regulations in the Indian capital market. In this chapter the basics history and development of 
the Indian and the world capital market is discussed. In later parts of the chapter the regulatory 
framework of both the primary and the secondary markets is discussed.  
In the second chapter detailed discussion on FIIs is carried out. In the discussion the first of all the 
history and development of FIIs in India is discussed. Then the discussion on benefits of foreign 
portfolio investment is carried out. In the next part of the research a detailed study on the problems 
faced by FIIs is carried out. At the end of the chapter channels of investments by foreign investors 
is discussed. 
The third chapter focuses on the methodology used in carrying out the research. This includes the 
definition and statement of the problem of research. Next the review of literature carried out during 
the research is discussed. After the review of literature the objectives of the study and the 
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significance of the study are elaborated. Then the basic assumptions taken by the researcher are 
discussed. After the discussion on the basic assumptions the methodology of the research is 
designed which includes the tools and techniques used in the research. Lastly the chapter scheme 
and the limitation of the study are elaborated. 
The fourth chapter discusses the effect of FIIs on the Indian Economy. This chapter is divided into 
three major parts; the effect of FIIs on Inflation is the first part under which the monthly data of 
FIIs net investment and Inflation rate in the Indian economy are taken and a bi-axial graph is 
prepared so as to understand the exact impact of FII investments on inflation rate in India. The 
second part contains the research effect of FIIs on exchange rate of Indian ` to US $. In this 
research also the monthly data is taken with US $ as the base currency and the bi-axial chart is 
prepared with net FII. At last the data of BSE SENSEX and net FII is taken to predict the exact 
impact of FIIs on the Indian capital market. The research conducted all the three macro-economic 
variables show that in the first two i.e. inflation and exchange rate FIIs do not affect any movement 
in either of the two. However, in case of SENSEX the graph shows some relation between FIIs and 
SENSEX during a period of time. 
The fifth chapter contains the detailed report on data analysis and interpretation. In this chapter 
there are three major parts namely collection and pre-processing of data, then pre-analysis testing of 
data and finally analysis and testing of data. In the first part the data is collected and then it is 
processed so that the data can be used for the research. Due care has been taken by the researcher 
the nature of the data is not changed, but at the same the data was made test worthy. In the next 
phase the data was checked for stationarity using ADF and PP test of unit root and then KPSS test 
of stationarity is been carried out. After satisfying the condition of stationarity the data is tested for 
normality using Kurtosis and Skewness. After finding that the data is normal and stationary the data 
is tested for selecting a proper lag length using the VAR test and then applying lag exclusion and 
selection tests using Cholesky distribution. After the proper lag length is selected the VAR test is 
again conducted and on the basis of VAR test impulse response function, variance decomposition 
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and granger causality tests are conducted. After conducting all these tests on the collected data is 
was found the at 4 lag lengths FIIs do not cause SENSEX to move but SENSEX affects the 
movements in FIIs. 
Finally in the last chapter summary and findings of each chapter is listed and at the end the entire 
research is concluded at the end. From the research it was concluded that in shorter run FIIs do not 
cause volatility in the Indian market but, Volatility in SENSEX does cause FIIs to withdraw their 
money. I all it can be said that FIIs do not bring with them good or bad times but the changes in 
volatility in the Indian markets do change the look out of FIIs towards Indian market.  
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1.1 Introduction to Capital Market: 
 A capital market can be defined as “The market for long-term funds where securities such as 
common stock, preferred stock, and bonds are traded”. Both the primary market for new issues and 
the secondary market for existing securities are part of the capital market. (David L Scott 2003) 
The capital market is an important part of financial system. Capital market can be defined as “A 
market for long term funds both equity and debt and funds raised within and outside the country.” 
In other words capital market is wide term used to comprise all operations in the new issues and 
stock market. New issues made by companies constitute the primary market, while trading in 
existing securities comprise secondary market.  In simple words capital market encompasses all the 
activities of F.I.s, Banks, NBFCs, etc, at a long term perspective or for a period more than one year. 
The capital market aids economic growth by mobilising savings of the economic sectors and 
directing the same towards channels of productive use. This is facilitated through the following 
measures. 
 Issue of ‘primary securities’ in the ‘primary market’, i.e, directing cash flow from the 
surplus sector to the deficit sectors such as the government and the corporate sector. 
 Issue of ‘secondary securities’ in the ‘primary market’ i.e, directing cash flow from the 
surplus sector to financial intermediaries such as banking as non-banking financial 
institutions. 
 Secondary market transactions in outstanding securities which facilitated liquidity. The 
liquidity of the stock market is an important factor affecting growth. Many profitable 
projects require long term financial investment which was locking up funds for a long 
period. Investors do not like to relinquish control over their savings for such a long time. 
Hence they are reluctant to invest in long gestation projects. It is the presences of the liquid 
secondary market that attracts investors because it ensures a quick exit without heavy losses 
or costs. 
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               Hence, the development of an efficient capital market is necessary for creating a 
climate conductive to investment and economic growth. 
1.1.1Structure of Capital Market: 
There are various sub-markets in the capital market in India. The structure has undergone vast 
changes in the recent years to match with the international markets. 
The sub-markets of capital market are as follows:- 
 Market for Corporate Securities: The market for corporate securities including both 
primary and secondary market used by corporate to raise funds. 
 Market for Government Securities: The market for government securities includes 
the market for T-bills and long term government debts. 
 Market for Derivatives: This market can be considered to a part the market for 
corporate securities or of government securities but due to the increasing popularity of 
derivatives. The derivatives market is considered as separate section of the capital 
market. 
 The Market for Debt Instruments: This market includes the market for debentures 
and bonds of private sector, bonds of PSUs, public financial institutions etc. 
 The Market for Mutual Funds: One of the recent up comings in the Indian capital 
markets are mutual funds. In past only UTI was entitled to issue MFs but now even 
private enterprises can also enter in the mutual funds market and hence, the mutual 
fund market has also become an important part of the capital market. 
As far as individual investors are concerned, the market for corporate securities, 
derivatives and mutual funds are more relevant. 
1.1.2 Major Players in the Market: 
                  The players in the capital market can be divided into following two broad areas. 
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I. Players in Primary Market: 
A) Merchant Banker: The functions and working of merchant bankers are very crucial in the 
primary market. They act as issue managers, lead managers, co-managers and are 
responsible to the company and SEBI. 
They take all policy decisions for and behalf of company regarding the new issue and co-
ordinate the various agencies and give “Due Diligence” certificate to the SEBI regarding the 
true disclosures as required by law and SEBI guidelines. 
B)  Registrars: The functions of registrars in next important is merchant bankers. They 
collect applications for new issues, their cheques, stock invests etc., classify and 
computerise them. They also make allotments in consultation with the regional stock 
exchanges regarding norms in the event of over subscription and before a public 
representative. 
They have to dispatch the litters of allotments, refund orders and share certificates within 
the time schedules stipulated under the companies act and observe the guidelines of SEBI, 
the Governments and RBI. Besides they have also to satisfy the listing requirements and get 
them listed one or more stock exchanges. 
C) Collecting and Co-ordinating bankers: The collecting and co-ordinating banks may be 
same or different. While the former collects subscripting in cash, cheques, stock invests etc., 
the later collates the information on subscriptions and co-ordinates the collection work and 
monitors the same to the registrars and merchant bankers, who in turn keep the company 
informed. 
D) Underwriters and Brokers: Underwriters may be financial institutions, banks, mutual 
funds, brokers etc, and undertake to mobilise the subscriptions up to some limits; failing to 
secure subscriptions as agreed to, they have to make good the shortfalls by their own 
subscriptions. Brokers along with their network of sub-brokers market the new issues by 
their own circulars, sending the applications from and follow up recommendations. 
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E) Printers, advertising and mailing agencies: They are other organisations involved in the 
new issue market operations. 
II. Secondary Market Intermediaries: The major players in the secondary market are issuers of 
securities, companies, intermediaries like brokers, sub-brokers etc., and the investors who bring 
in their savings and funds into the market. 
The stock brokers are of various categories, namely:  
 Client Brokers: These are players doing simple broking between buyers and sellers and 
earning only brokerage for their services from the clients. 
 Floor Brokers: Floor brokers are authorised clerks and sub brokers who enter the trading 
floor and execute orders for the clients or for members, and also called trading brokers. 
 Jobbers: These are those members who are ready to buy & sell simultaneously in selected 
scrips, offering bid and offer rates for the brokers and sub-brokers on the trading floor & 
earning profit through the margin between buying and selling rates. This category includes 
market for some scrips. 
 Arbitrageurs: The brokers, who do inter market deals for a profit through differences in 
prices as between markets, say buy in BSE & sell in NSE and visa-versa. 
1.1.3 FUNCTIONS OF CAPITAL MARKET: 
 The functions of efficient stock markets are as follows. 
 Mobilise long-term savings to finance long-term investments. 
 Provide risk capital in form of equity or quasi-equity to entrepreneurs. 
 Encourage broader ownership of productive assets. 
 Provide liquidity with a mechanism enabling the investors to sell financial assets. 
 Lower the cost of transaction and information. 
 Improve the efficiency of capital allocation through competitive pricing mechanism. 
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 Disseminate into efficiently for enabling participants to develop an informed opinion 
about investment, disinvestment, reinvestment or holding a particular financial asset. 
 Enable quick valuation of financial institutes both equity & debt. 
 Provide insurance against market risk on price risk through derivative trading and 
default rise through investment protection fund. 
 Enable wider participation by enhancing the width of the market by encouraging 
individuals. 
 Provide operational efficiency through. 
a) Simplified transaction procedures; 
b) Lowering settlement timings; and  
c) Lowering transaction costs. 
 Develop integration among. 
a) Real and financial sectors; 
b) Equity and debt instruments; 
c) Long-term & short-term funds. 
d) Long-term & short-term invest costs; 
e) Private & government sectors, and  
f) Domestic & External funds. 
 Direct the flow of funds into efficient channels through investment, disinvestment & 
reinvestment. 
1.1.4 Types of Capital Market: 
The capital market can be broadly classified into following three types- 
 Primary Market 
 Secondary Market and 
 Debt Market. 
            The various types of capital market can be explained later on in this chapter. 
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1.2 The History and Development of Capital Market: 
As we know Capital market is a market for rising of funds for long term. The development story of 
capital market at world and India level is described as under. 
1.2.1 World 
1.2.1.1 Introduction: 
Stock markets are markets where stocks are sold and bought. Stocks (or shares) are issued by 
companies and sold to investors in order to raise capital. In contrast to debt, capital collected via 
issuance of shares does not ever need to be returned. Stockholders (or shareholders) are co-owners 
of the company, and have the right to influence corporate decision-making by exercising their votes 
at shareholders’ meetings, the right to collect dividends (a part of company profits paid out to 
shareholders), and in case of the company going bankrupt, the right to obtain a share of proceeds 
from the sale of corporate assets left over after the repayment of debts. In addition to common 
stocks (ordinary shares), which give owners one vote and identical dividend rights per share, 
companies can issue preferred shares, with multiple votes and/or special dividend rights. When 
stocks are bought from the company that issues them, we refer to such transactions as the primary 
stock market. Shares sold and bought between investors and traders themselves constitute 
secondary stock markets (Mishkin 2007).  
The existence of a stock market requires the existence of companies that issue stocks, known as 
joint-stock companies or corporations. The first joint stock companies were created in the early 
seventeenth century, including the Dutch East India Company, which by 1617 had 954 shareholders 
(Davies 1961). This and other pioneering corporations were given charters by the state, and acted as 
prime agents of colonial expansion. Free incorporation, removing the need for government to 
authorize the purposes of a corporation, became widespread only in the nineteenth century and 
achieved the greatest scale in the United States, where it played a prominent part in raising capital 
for the rise of the United States to industrial power (Braithwaite and Drano’s 2000). Indeed, the 
expansion of corporations transformed the whole economy, as it no longer needed to rely on family 
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firms. In contrast to the latter, corporations could mobilize capital from thousands, and with time 
millions of scattered investors, and were not dependant on the life span of any particular owner. 
They were much less restricted by space and time.  
Primary stock markets cannot survive without secondary markets, where investors trade shares and 
thus modify their investment portfolios. Trading can take place directly between investors, on an 
Over-The-Counter (OTC) market, but an overwhelming share of it became centralized in meeting 
places of professional stock traders, who collect orders from investors or trade on their own 
account. The concentration of trading in space and time, making it easier for traders to find a 
counterpart, judge their reputation, and exchange information, led to the creation of stock 
exchanges, with stocks being listed and traded according to established rules (Laulajainen 2003). 
Firms listing their shares on a stock exchange for the first time are referred to as going public, a 
process mostly combined with the issuance of new shares known as the Initial Public Offering 
(IPO). The first major stock exchange was established in Amsterdam in 1602 in order to trade the 
stocks of the Dutch East India Company. The London Stock Exchange (LSE) emerged as the 
premier market when French troops invaded Amsterdam in 1795, and maintained its dominance 
(though periodically heavily contested by the Paris Bourse) until 1914, when the New York Stock 
Exchange (NYSE) took over the lead in terms of size (Braithwaite and Drahos 2000).  
With free incorporation taking hold in Europe and North America, in the mid-nineteenth century, 
the supply of new corporations was large and stock exchanges were plentiful. The United States 
had hundreds and large European countries tens of them (Michie 2008). Each major city had a 
stock exchange, where local investors traded the shares of local companies. Throughout the 
nineteenth century, exchanges also developed in Latin America, Africa, Asia, Australia, and 
Oceania, and were particularly common in British colonies. The popularization of telegraph and the 
invention of telephone enabled the integration of stock markets, as information relevant to stock 
prices could now be collected from far away and acted upon quickly. A parallel trend was the 
growth of corporations, operating increasingly on a national and international scale. Consequently, 
in the course of the twentieth century local and regional stock exchanges were decimated in all but 
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very large economies. National stock markets were forged, with national indices and systems for 
the clearing and settlement of transactions (Franks et al. 2009). The period between 1900 and 1914 
also witnessed a significant market for cross-border stock transactions, primarily within Europe and 
between Europe and North America, for example with British investments in the US railway 
corporations. The main function of the stock market is to establish the value of corporate shares. A 
large number of transactions, that is, a high liquidity of a stock market contribute to the process of 
price discovery. Financial return from holding shares consists of dividends and the appreciation of 
share price, that is, capital gain (Solnik 1999). Thus, the estimation of a share price requires at the 
very least predictions about the future profitability of the firm, which in turn involves guesswork 
about the future condition of the entire economy. There is no upper limit on a share price, while the 
bottom limit is zero. This is why investments in stocks are risky, and in the long run should be more 
profitable than relatively safe investments, such as government bonds. Between 1900 and 2000 the 
US stock markets, for example, have yielded an arithmetic average of 8.7 per cent per year above 
inflation, with the standard deviation of 20.2 per cent, compared to US bonds with real returns of 
2.1 per cent per year and standard deviation of 10 per cent (Dimson et al. 2002). As a corollary of 
high risk and high potential return stock markets are affected by investor sentiment and irrational 
behaviour, resulting in a cycle of booms and busts, with the bursting of the internet boom in 2001 
being a recent example (Shiller 2005).  
Although the birth and development of stock markets have been facilitated by legal inventions and 
the state, it was the Great Depression in the United States, triggered by the stock market crash of 
1929, which provided a milestone in the regulation of stock markets. As a part of New Deal, the 
Securities and Exchange Act was passed in 1933, followed by the establishment of the Securities 
and Exchange Commission in 1934, which introduced strict entry requirements for companies 
willing to list their shares on stock exchanges, reporting duties for those listed, and a separation of 
investment from universal banking in order to insulate the latter from the vagaries of the stock 
market. The US model of stock market regulation spread (though with significant modifications) to 
many parts of the world. Many countries have emulated it, and Japan, for example, was persuaded 
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to adopt it in late 1940s by the US military authorities (Braithwaite and Drahos 2000). Thus, while 
until 1930s stock exchanges operated largely as private clubs of traders, they emerged from 1940s 
as government controlled, semi-public institutions, granted a near-monopoly on organizing stock 
markets in their countries (Michie 2008). The world of national and monopolistic stock exchanges 
started to crumble in late 1970s, and since then we have witnessed a gradual globalization of stock 
markets. The rising multinational enterprises have started listing on foreign exchanges to tap into 
new pools of capital and increase their visibility (Karolyi 2006). Institutional investor, including 
pension funds, has developed a huge demand for and means to diversify their portfolios 
internationally (Clark 2000). Stock exchanges themselves have been deregulated (though to various 
degrees in different countries), exposing them to international competition. New technology has 
again proven crucial, as computer networks have removed the necessity of traders meeting in one 
place, enabled an automatic processing of orders, and revolutionized investors’ access to 
information. This has made virtual trading possible, and has questioned the raison d’être of stock 
exchanges. In response, many stock exchanges have become private publicly listed companies, 
engaged in international mergers and alliances, and redefined themselves as IT businesses selling 
listing services to issuers and information services to investors (Budd 1995; Lee 1998). The 
globalization of stock markets has also involved their regulation. With companies issuing and 
listing shares, and investors trading on an increasingly international basis, the demand has arisen to 
coordinate various national rules on listing, disclosure, and illegal trading practices, as well as to 
integrate clearing and settlement systems to ensure quick and inexpensive cross-border payments 
and transfers of share ownership. The International Organization of Securities Commissions was 
established in 1983, and has been instrumental in promoting the application of the International 
Financial Reporting Standards (formerly known as International Accounting Standards) commonly 
applied by firms around the world, and adopted as compulsory for listed companies in the European 
Union in 2005 (Braithwaite and Drano’s 2000). Some steps have also been undertaken, particularly 
within the EU, towards the coordination of listing rules as well as clearing and settlement. To be 
sure, it is a heavily contested process. Stock market integration lies at the core of capital market 
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integration, and opinions on the desired extent and speed of this process differ between countries 
and stakeholders (Story and Walter 1997).  
The development of stock markets in terms of size and significance is by no means linear - a history 
of continuous expansion. Stock markets first developed in the seventeenth century, but the 
scandalous Mississippi and South Sea Company bubbles in 1720 cast a long shadow on stock 
market development, resulting in stagnation, particularly in England and France, but less so, for 
example, in the Netherlands, allowing Amsterdam to continue as Europe’s leading financial centre 
throughout the eighteenth century. The mid-nineteenth to early twentieth century saw stock markets 
flourishing, partly due to the industrial revolution and partly due to the little competition for savings 
from government debt, the levels of which were low in this period of relative peace in international 
relations. After the First World War, stock market activity was subdued in Europe (with equity 
crowded out by government borrowing), but it continued to boom in the United States, with an 
unprecedented spread of corporate ownership, exemplified by ATT owned by approx. 0.5 million 
people in 1930. The Great Depression halted this development decisively. In 1939, the turnover 
value on the NYSE was less than 10 per cent  of  that  in  1929  and  less  than  half  of  that  in  
1920  (Michie  2006). After the Second World War, stock market activity remained subdued. It was 
reinvigorated only in late 1970s with deregulation of stock exchanges, the rise of institutional 
investors, privatization of the corporate sector, as well as technological advances.  
The development of the geographical organization of stock markets cannot be seen as a linear 
progression from local to global markets either. From their inception in the seventeenth century, 
stock exchanges were focused on trading government debt instruments and relatively few corporate 
stocks. Only the mid-nineteenth century saw a boom in local and regional stock exchanges focused 
on railway, utilities, mining, with the largest stock exchanges, like those in London and Paris, still 
focused on government debt and developing trading in foreign securities.  To  be  sure  the  
situation  differed  between countries,  as  even  in  late  nineteenth  century,  German  governments  
did not  support  stock  market  activity,  which  was  considered  as  speculation (in  response  large  
banks  internalized  stock  market  transactions  to  avoid taxes and regulation). The regional and 
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local stock exchanges started to disappear in early twentieth century due to technology, but also due 
to state intervention. Costly regulation favoured large exchanges that could afford it, and so did 
high levels of government debt, which does not need multiple trading venues, as in contrast to 
corporate equity, it is national in nature, and does not rely on local or regional knowledge base. 
Thus, centralization of control over stock markets, spearheaded by the Securities and Exchange Act 
in the United States, and spread around the world, contributed to concentration in the geographical 
organization of stock market industry, including stock  exchanges  and  brokerages.  The decline of 
regional and local stock exchanges was however slow and long. In France, exchanges were 
consolidated in 1967, in the United Kingdom provincial exchanges were merged with the LSE in 
1973, while in few large federal states such as the United States and Germany, regional stock 
exchanges still exist.  
1.2.1.2 Unprecedented recent growth with a qualification  
Any social scientist, with the possible exception of historians, could probably be found guilty of 
exaggerating the significance of contemporary features and trends. Mindful of that bias, however, it 
still has to be argued that stock markets have never before played such an important role in the 
world economy, as they do at the start of the twenty-first century.  
First of all, the spread of stock markets globally is unprecedented. In 1980, when the United 
Nations (UN) had 154 member states, fifty-nine countries had a stock exchange (Clayton et al. 
2006). In July 2010, out of 192 members of the UN, 134 hosted a stock exchange and further 
thirteen were covered by a regional stock exchange arrangement  (East Caribbean Securities 
Exchange and West Africa Regional Exchange). There were only twenty-one countries with a 
population over one million, which did not have a stock exchange, with the largest of them  (over 
ten million) being: Ethiopia, Dem. Rep. of Congo, Burma (Myanmar), North Korea, Yemen, 
Madagascar, Angola, Chad, and Cuba. To be sure this spread of exchanges cannot be attributed to 
pure bottom-up forces of demand. It was fuelled by the collapse of communist countries, 
establishing or re-establishing stock exchanges; and affected by finance-led development strategies 
promoted by the International Monetary Fund and the World Bank. While the British Empire 
1.13 | P a g e  
 
scattered many stock exchanges around the world in the nineteenth and early twentieth century’s, 
the Washington Consensus helped the proliferation of stock markets in the 1990s and 2000s (Weber 
et al. 2009).  
The recent growth of stock markets has also been unprecedented in terms of size. In 2010, there 
were approx. 45,000 listed companies in the world, almost twice more than twenty years earlier 
(World Federation of Exchanges 2010). Since 1990, companies around the world have raised 
approx.  $2.5 trillion through IPOs. The global stock market capitalization, the total market value of 
outstanding publicly traded equity at the end of 2009 was close to $50 trillion, five times that in 
1990 (Figure 1.1). This represented nearly 100 per cent of the world’s gross domestic product 
(GDP), while in 1913 (at the end of a long period of dynamic stock market development) the ratio 
was close to 50 per cent (Rajan and Zingales 2003b). This growth was most spectacular in 
emerging markets. Figure 1.2 shows the change in market capitalization (MC) since 2002. The top 
of the graph is occupied by emerging market economies, many with more than a fivefold growth, 
despite the downturn of 2008. The very notion of emerging markets has been commonly associated 
with stock markets rather than any other part of their economies or financial markets.  
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Source: World Federation of Exchanges 
http://www.world-exchanges.org/statistics 
Figure 1.1 Stock Market Capitalizations, 1990-2009 
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                                                       Source: World Federation of Exchanges 
http://www.world-exchanges.org/statistics 
Figure 1.2 Increase in Domestic Stock Market Capitalization, 2002 -2009 
Stock markets have grown not only in terms of extensity (geographical spread) and intensity (size 
in relation to the economy), but also in terms of velocity. Since 2000, the total number of stock 
trades has increased eightfold (World Federation of Exchanges 2010). While in late 1980s, stock 
exchanges could boast of executing tens of trades per second, in 2010 some exchanges can handle a 
million transactions within a second. The increased velocity has been enabled by technology but 
also deregulation driving the trading costs down.  
In the last decade the growth in secondary stock markets outpaced that in primary stock markets. In 
simple terms, the stock market development took the form of much larger trading activity for stocks 
already listed, rather than bringing new companies to the stock market. Figure 1.3 illustrates this 
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phenomenon, presenting change in the number of listed companies between the end of 2000 and the 
end of 2009 for selected major economies. While the United Kingdom and particularly emerging 
markets steamed ahead with new listings, in the United States the number of listed companies fell 
by 28 per cent. In many Western European countries, primary stock markets also contracted or 
stagnated. The year 2000 was the peak of the Internet boom, which brought thousands of new 
companies around the world to the stock market. When the bubble burst, hundreds of companies 
ceased to exist and further hundreds left the public stock market. In some developed economies, the 
primary stock market still has not recovered 
 
 
                                    Source: World Federation of Exchanges 
     Figure 1.3 Change in the number of listed companies, 2000-2009 
1.2.1.3 Uneven Development: 
The stock market boom of the last decades, however unprecedented, has not levelled the 
development of stock markets around the world. The most popular measure of stock market 
development is the ratio of stock market capitalization to GDP. To be sure, it is far from a perfect 
measure. First, it is subject to market booms and crashes. The use of short-term credit in stock 
trading can further inflate stock prices. The recent global financial crisis of 2007-09 serves as a 
warning that high ratios relating financial stocks and flows to the underlying economy cannot be 
used uncritically as measures of financial development and economic sophistication (Roxburgh et 
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al. 2009). Second, MC is biased towards companies with large capitalization. A country with few 
but very large listed companies may appear to have a much more developed stock market than one 
with a large number of small listed companies. Mistakes are commonly made interpreting the ratio. 
Consider, for example,  a  report  of  the  Scottish  Enterprise  (2005)  evaluating  the  chances  of 
Scotland becoming and international financial centre location. Drawing a profile of Milan as on of 
the competitors, the report states: ‘Milan stock exchange accounts for 47% of national GDP’ (45). 
An unskilled reader may even think that the stock exchange contributes 47 per cent of Italy’s GDP! 
A semi-skilled reader may still get an impression that 47 per cent of the Italian economy is 
somehow represented on the stock market. Only skilled readers would know that this statement 
means nothing less and nothing more than the MC to GDP ratio for Italy being 0.47.  
With these precautions in mind, we can move on to analysing Table 1.4 presenting the MC to GDP 
ratio for fifty countries as at the end of 2009. The sample includes all twenty-five largest economies 
in the world (according to nominal GDP), plus a selection of other countries with available data. 
The ratio differs greatly between countries. While the median ratio for the whole sample is 0.66, 
only thirteen countries have ratios within the range between 0.50 and 0.85. The highest ratio in the 
table, for Hong Kong, is inflated as market capitalization for Hong Kong includes Mainland 
Chinese companies cross-listed in Hong Kong. However, even if only Hong Kong headquartered 
companies were considered (which account for approximately half of the Hong Kong market 
capitalization); Hong Kong would still lead the list. On the other extreme, the lowest ratio is found 
for Argentina.  
What factors account for the variation of the MC to GDP ratios? One influential body of research, 
known as law and finance, has highlighted the role of legal rules protecting investors, and 
shareholders in particular. If laws protect shareholder rights, for example, by prohibiting multiple-
voting or non-voting shares, and empowering minority shareholders, stock market development is 
more likely. In their famous paper, La Porta et al. (1998) examined the relevant legal rules and their 
enforcement in forty-nine countries, concluding that countries with legal systems based on English 
common law have the strongest, French civil law countries the weakest legal protection of 
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investors, with German and Scandinavian civil law countries in the middle. Table 1.4, next to 
country names, shows the origin of legal system. For several countries not covered by La Porta et 
al. (1998), the following decisions were made. Luxembourg was classified in the French family; 
Poland, Hungary, Slovenia, and the Czech Republic were considered closest to the German civil 
law; and so were Russia and China, although the influences on their legal systems were mixed. 
Finally, Saudi Arabia and Iran were labelled as having Islamic laws.  
At a high level of aggregation the law and finance theory works. The median MC to GDP ratio for 
common-law countries is 1.16 - the highest of all legal system groups. Next come Scandinavian-
law countries with median of 0.75. The median for German-law countries is  0.50, lower than for 
French-law countries  (0.55),  but  admittedly  the  former  are  affected  by  low  ratios  of Central 
and Eastern European countries with relatively new stock markets. When we zoom in on detail, 
however, there are large differences within each group. Not only Hong Kong and Singapore but 
also South Africa and Malaysia have higher ratios than the most established stock markets of the 
United States and the United Kingdom, which are often considered to have the highest level of 
shareholder protections (Wójcik 2006). New Zealand and Ireland, with investor protection very 
similar to that in the United Kingdom, have some of the lowest ratios in the table. Large contrasts 
can also be found within the French and the German legal system families. Even within a compact 
Scandinavian group, there is a marked difference between high ratios for Sweden and Finland, and 
low for Denmark and Norway. 
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Table 1.1 Stock Market Capitalization (MC), GDP, and legal family by country 
Country Legal family MC 2009 GDP 2009 MC/GDP 
    
(billion $) (billion $) 
  
Hong Kong English 2,305 215 10.72 
South Africa English 799 286 2.79 
Singapore English 481 182 2.64 
Malaysia English 286 192 1.49 
Australia English 1,262 925 1.36 
The United Kingdom English 2,796 2,175 1.29 
Canada English 1,677 1,336 1.26 
The United States English 15,077 14,256 1.06 
India English 1,307 1,296 1.01 
Israel English 189 195 0.97 
Thailand English 177 264 0.67 
New Zealand English 36 125 0.28 
Ireland English 61 227 0.27 
Sri Lanka English 10 42 0.23 
Luxembourg French 105 52 2.02 
Chile French 231 164 1.41 
Spain French 1,435 1,460 0.98 
Brazil French 1,337 1,572 0.85 
The Netherlands French 628 792 0.79 
France French 1,864 2,649 0.70 
Belgium French 306 469 0.65 
Colombia French 141 231 0.61 
Peru French 72 127 0.56 
Philippines French 86 160 0.54 
Egypt French 91 188 0.49 
Mexico French 352 875 0.40 
Indonesia French 215 540 0.40 
Turkey French 234 617 0.38 
Greece French 113 330 0.34 
Portugal French 71 227 0.31 
Italy French 656 2,113 0.31 
Argentina French 46 309 0.15 
Switzerland German 1,065 500 2.13 
Taiwan German 658 379 1.74 
South Korea German 835 833 1.00 
1.20 | P a g e  
 
China German 3,573 4,909 0.73 
Japan German 3,534 5,068 0.70 
Russia German 736 1,231 0.60 
Germany German 1,292 3,347 0.39 
Poland German 151 430 0.35 
Austria German 114 385 0.30 
Slovenia German 12 48 0.25 
Czech Republic German 45 190 0.24 
Hungary German 30 129 0.23 
Saudi Arabia Islamic 319 369 0.86 
Iran Islamic 59 331 0.18 
Sweden Scandinavian 403 406 0.99 
Finland Scandinavian 220 238 0.92 
Norway Scandinavian 227 382 0.59 
Denmark Scandinavian 169 310 0.55 
Source: World Economic Forum Report 
http://www.weforum.org/reports 
While stock markets are often presented in economics textbooks as a higher form of finance in 
relation to banks, and their development as a sign of sophistication of a national financial system  
(Mishkin  2007), there is no simple relationship between stock market development and general 
economic development,  as  measured,  for  example,  by  GDP  per  capita.  Out of ten countries 
with the highest MC to GDP ratios in the table, six are emerging markets (Hong Kong, South 
Africa, Singapore, Malaysia, Chile, and Taiwan). In contrast, the long-established wealthy 
economies of Germany, Italy, and the aforementioned Ireland and New Zealand, have ratios in the 
bottom fifteen of the list. Remarkably, the largest emerging market economies of Brazil, China, and 
India are already in the top half of the list, and so is Saudi Arabia. In other words, just as we 
stressed that the history of stock markets cannot be interpreted as a story of unstoppable gradual 
expansion and globalization; neither can stock market development be seen as a simple corollary of 
economic development.  
We have to be skeptical of the treatment of stock markets in law and finance and economics, but we 
also need to be suspicious of the conceptualization of stock market development in political 
economy and other social sciences. According to varieties of capitalism - a school of thought 
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influential in social sciences - stock markets are prominent in liberal market economies (LME) but 
play a lesser part in coordinated market economies (CME). In the latter type, a strong stock market 
would not be compatible with the significant role of stakeholders other than shareholders (workers, 
local communities, government) and considerable redistribution of wealth (Hall and Soskice 2001). 
A related strand of literature actually uses the term ‘stock market capitalism’, and contrasts it with 
welfare capitalism. The MC to GDP ratios are consistent with these approaches as far as the 
archetypes of LME and stock market capitalism (the United States and the United Kingdom), and 
CME and welfare capitalism  (Germany, Japan) are concerned. However, there are important 
examples undermining these simple distinctions. Sweden and Singapore have arguably much more 
coordinated and welfare-oriented economies than Ireland or New Zealand, but they have much 
more developed stock markets. The percentage of households investing in stocks or mutual funds in 
Sweden was reported as higher than in the United States (Guiso et al. 2003).  
A simple but important lesson here is that there is no single driver or theory that would explain the 
uneven development of stock markets across countries. Additional factors that should be thrown 
into the mix of explanations include the role of big companies. Where those are missing and an 
economy is dominated by small firms, stock market capitalization is likely to be small, as small 
firms can rely to a larger extent on bank financing, without resort to stock markets. This may 
explain some of the differences between low MC to GDP ratios in Ireland, New Zealand, and 
Denmark in relation to Finland (with Nokia accounting for the bulk of market capitalization). The 
relative significance of debt financing also plays a part. Denmark has a large bond market, which 
absorbs the funds of investors, possibly at the expense of equity market. In Chile, which followed 
the prescriptions of the Washington Consensus more closely than any other Latin American 
country, massive privatization programmes and shift to funded pensions were decisive in the 
development of stock market. Last but not least, there is a strong coincidence between the role of a 
country in international finance and its level of stock market development. Hong Kong, Singapore, 
Luxembourg, and Switzerland claim four of the top five spots on the list.  
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1.2.1.4 Underused Potential:  
The recent boom in stock market development may give an impression that many economies are so 
penetrated by stock markets that potential for further development is limited. The MC to GDP 
ratios close to or exceeding 1 in many countries may reinforce that impression. Such judgement 
however is wrong. To prove that this section focuses on primary stock markets and proposes novel 
and simple to interpret measures of stock market development, which complement the MC to GDP 
ratios. 
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Table 1.2 Stock market participation of companies 
Country 
Number of 
publicly 
trades 
companies 
Number of large 
publically traded 
companies / 
number of large 
companies 
Number of very large 
publicly traded 
companies / number 
of very large 
companies 
Austria 109 0.07 0.14 
Belgium 159 0.04 0.09 
Czech Republic 37 0.02 0.05 
Denmark 178 0.07 0.12 
Finland 134 0.10 0.16 
France 946 0.06 0.11 
Germany 1014 0.05 0.08 
Greece 336 0.27 0.45 
Hungary 37 0.04 0.09 
Ireland 114 0.05 0.11 
Italy 292 0.03 0.09 
Japan 3858 0.25 0.47 
Luxembourg 49 0.10 0.18 
Norway 277 0.11 0.16 
Poland 241 0.07 0.13 
Portugal 73 0.05 0.14 
Spain 198 0.03 0.09 
Sweden 395 0.09 0.15 
Switzerland 274 0.15 0.23 
The Netherlands 224 0.04 0.09 
The United 
Kingdom 2542 0.07 0.12 
The United States 8861 0.11 0.22 
Average   0.09 0.16 
.                               . 
Source: from ORBIS provided by Bureau van Dijk Electronic Publishing 
To assess the level of stock market development a simple question is asked: What  percentage  of  
companies  that  could  possibly  be  traded  publicly  is already present on the stock market? Table 
1.2 answers the question, presenting the number of publicly traded companies as a percentage of all 
large, and all very large companies registered and headquartered in a given country. The thresholds 
of €50 million and €200 million in annual turnover are used to classify a company as large or very 
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large, respectively. The threshold of €50 million is used officially in the European Union to 
distinguish large from small and medium sized companies. The thresholds were adjusted to the 
price level in a given country. They are used for two reasons. First, it is not possible to consider all 
companies existing in an economy due to the difficulty of obtaining internationally comparable 
data. Second, such an approach would fail to recognize that companies participating in stock 
markets are relatively large, mainly as a result of fixed costs of stock market participation such as 
reporting costs or listing fees (Pagano et al. 1998).  
Publicly traded companies are defined broadly as all those admitted to be traded on regulated 
markets (for EU countries) and those that are publicly listed or at least quoted and traded on public 
markets. This definition is inclusive, covering small company, alternative, and technology-focused 
segments of stock markets. To be sure, the requirements for companies to be publicly traded vary 
across countries and lenient rules can result in a large number of publicly traded companies, not to 
be mistaken for a high level of stock market development. Within the EU, the rules on becoming 
publicly traded companies are now harmonized, but the variation in the total stock of such 
companies across countries is still affected strongly by the old diversity of rules. 
Table 1.2 documents a very low level of corporate participation in stock markets. On average, only 
every eleventh large company is publicly traded. The percentage varies from 27 and 25 per cent for 
Greece and Japan, respectively, to 2 per cent for the Czech Republic. Even in the United Kingdom 
only every fourteenth company is present on the stock market.  Stock market participation grows 
with company size but only slowly. On average only every sixth very large company is publicly 
traded. In short, companies present on the stock market represent an absolute minority of the total 
population of companies, even in countries with the most developed stock markets. This clearly 
shows that the corporate sector is far from being saturated with publicly traded companies, but it 
also raises issues of how unrepresentative the stock market can be of the underlying economy 
(Wójcik 2007). We should keep that in mind whenever we see a stock market index presented as a 
barometer of the whole corporate sector and economy.  
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1.2.2 History and Development of Capital Market of- India: 
TABLE 1.3 History and Development of Indian Capital Market 
1840-50 BSE started with about half a dozen brokers’ coverage under a banyan 
tree near what is now called Horniman Circle. 
1856 Government drafts Securities Contract (Regulation) Act to strengthen 
the role of government in Indian Capital Market. 
1860-65 In the prevailing share mania, the number of brokers rises to about 250 
in BSE but in the aftermath of the price crash they are hard-pressed to 
find a place to for a place for their regular meeting. 
1874 The broking community find a place in what is now called Dalal Street 
to conduct their dealings in securities without hindrance and informal 
association of sorts comes into being. 
July 1875  Native Share and Stock Broker Association with aim of ‘protecting the 
character, status and interests of native share and stock brokers’ with 
3,128 members who pay an entrance fee of one rupee is set up. The 
genesis of the present-day BSE is clearly traceable to these humble 
beginnings. Premises are hired in 1874 so that the indignity of trading in 
public comes to an end.  
1895-1930 The BSE moves into what is now known as the Stock Exchange Old 
Building in1895. With more trading spaces, after repeated expansion in 
1920, 1928, and 1930, the BSE is vastly different from the one that 
existed in the last quarter of the nineteenth century. 
1921 The establishment of a clearing house in BSE by Bank of India. 
 
1923 K. P. Shroff, later to be known as the doyen of the Indian stock market, 
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assumes the post of honorary president of the BSE, a position he retains 
till 1966. Together with Phiroze Jeejeebhoy, who later succeeded him, 
Shroff steers the exchange through stormy times and play a major role in 
raising the status of BSE. 
1957 The government accords permanent recognition under Securities 
Contracts (Regulation) Act. 
1973 The Construction work of a new multi-story office to house the BSE 
commences. It is named after its former president, Phiroze Jeejeebhoy. 
January 1986  BSE launches the first stock index with 30 scrips and the base year of 
1978-79 with quotations from specified on non-specified group of 
companies listed on the five major bourses – Bombay, Calcutta, Delhi, 
Ahmedabad and Madras. 
April 1988 SEBI was established. 
August 1989  OTCEI was established. 
1991 Government initiated capital market reforms keeping in mind the 
liberalisation initiative taken by government. 
August 1991 Interest rates on PSU bonds were freed. 
August 1991 Indian companies were allowed to borrow money from Indian markets 
by commercial papers and from the foreign markets in the form of 
GDRs or FCCBs. 
March 1992 Mutual Fund sector is opened for domestic as well as international 
investors. 
March 1992 SEBI becomes a legal entity. 
 
March 1992 SEBI in consultation with the RBI launched a new system similar to 
ASBA of recent times for companies with huge turnover and high net 
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worth individuals.  
 
May 1992 SEBI Act established ( An Act to protect, develop and regulate the 
securities market) 
May 1992  Capital Issues (Control) Act repealed 
June 1992 Securities Appellate Tribunal (SAT) Established b BSE. 
October 1992 OTCEI started its functioning. 
November 1992 Incorporation of National Stock Exchange (NSE) India’s first electronic 
stock exchange. 
1992-1995 Liberalization in FERA norms to allow the inflow of funds from FIIs 
and FFIs, was allowed for investment in capital market and rupee was 
allowed to float with RBI fixing the reference rates. 
March 1993 A car bomb exploded in the basement of the multi-story BSE building 
killing around 50 people and injuring many others but still BSE started 
its functioning on the very next day.  
April 1993 Badla trading banned in India. 
April 1993 Recognition to NSE as a stock exchange. 
June 1994  Wholesale Debt market goes live on NSE. 
November 1994  Capital market (equities) goes live on the NSE. 
March 1995 BSE On-Line Trading System BOLT was Introduced. 
March 1995  NSE establishes investors Grievances Cell.  
April 1995 Establishment of NSCCL, the first clearing corporation. 
June 1995 Introduction of centralised insurance cover for all trading members by 
NSE. 
July 1995 Establishment of the Investors Protection Fund by NSE. 
September 1995 Government accepted the proposed principle of central depository for 
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immobilisation of physical certificates. 
October 1995 NSE becomes the largest stock exchange of the country. 
October 1995  Bank deposits with a maturity above 2 years were removed from 
regulation. 
October 1995 SEBI guidelines disqualifying companies with a paid up capital less than 
` 5 crores to be listed on regular stock exchanges. 
October 1995  The companies seeking listing, with a paid up capital ranging between ` 
3 Crores to ` 5 Crores and without a track record of commercial 
production of at least two years, shall have to compulsorily appoint a 
market maker. 
1996 Companies (Amendment) Bill \, provided for issuance of non- voting 
shares. 
January 1996 Badla trading now limited to only a few scrips to ‘A’ group. 
March 1996 SEBI formulated guidelines of mandatory disclosures for listed 
companies.  
April 1996  Commencement of clearing and settlement by NSCCL 
April 1996 Launch of the S&P CNX Nifty. 
May 1996 SEBI mandatory disclosure guideline come into force. 
June 1996 Establishment of Settlement Guarantee Fund by BSE 
August 1996  First major SENSEX revamp 
November 1996 Setting up of the National Securities Depository Limited, first depository 
in India, co-promoted by the NSE. 
November 1996 NSE awarded Best IT  usage award by Computer Society of India 
December 1996 Commencement of trading/settlement in dematerialised securities on 
NSE. 
December 1996 BSE Dataquest award for Top IT User. 
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December 1996 Launch of CNX Nifty Junior. 
February 1997  Regional clearing facility goes live on NSE. 
May 1997 Trade Guarantee Fund (TGF) introduced on BSE. 
July 1997 Brokers Contingency Fund (BCF) established on BSE. 
1997 BSE On-Line Trading (BOLT) system expands nation wide  
November 1997 NSE awarded Best IT  usage award by Computer Society of India 
May 1998 Promotion of Joint venture, India Index Services Limited (IISL)  
May 1998 NSE launches its site www.nse.co.in (now www.nseindia.com) 
July 1998  NSE launches certification program in financial market named NSE 
Certified program in Financial Market(NCFM) 
August 1998 NSE awarded Cyber corporate of the year. 
February 1999 Launch of Automated Lending and Borrowing Mechanism (ALBM) by 
NSE 
March 1999 Central Depository Services Limited (CDSL) was launched by BSE.  
April 1999 NSE receives the Chip Web award by Chip magazine. 
June 1999 Interest Rate Swaps (IRs)/Forward Rate Agreement (FRA) allowed on 
BSE 
July 1999 CDSL commences work.  
October 1999 SENSEX closes above 5000 points. 
October 1999 Setting up of NSE IT. 
December 1999 The Securities Contracts Regulation Act (SCRA) was amended, to 
include Derivatives within the ambit of “Securities”. 
January 2000 Launch of NSE Research Initiative. 
February 2000 BSE SENSEX crosses above 6000 intraday. 
February 2000 Commencement of Internet Trading on NSE. 
March 2000 The government rescinded the three decades old Notification which 
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prohibited forward trading in securities.  
June 2000 Equity Derivatives were introduced in India by BSE. 
June 2000 Commencement of Derivative trading on NSE (Index Futures). 
September 2000 Launch of ‘Zero Coupon Yield Curve’ 
November 2000 Launch of Broker Plaza by Dotex International, a joint venture between 
NSE.IT Ltd. and i-flex Solutions Ltd. 
December 2000 NSE Commences WAP trading. 
February 2001 BSE Webx Launched. 
March 2001 Corporatisation of Stock Exchanges proposed by Union Government. 
June 2001 BSE Introduced BSE PSU. 
June 2001 Indexed options launched at BSE. 
June 2001 NSE launches Indexed Options. 
July 2001 Commencement of Option trading on individual securities at NSE. 
July 2001 Commencement of Option trading on individual securities at BSE. 
July 2001 VaR model was introduced for margin requirement calculation on BSE. 
July 2001 BSE Teck launched as the first, India’s first free float index. 
July 2001 Dollex 30 Launched by BSE. 
November 2001 NSE launches options trading on Individual securities. 
November 2001 Introduction of Stock futures at BSE. 
November 2001 100 per cent book building allowed on BSE. 
December 2001 Launch of NSE VaR for Government Securities. 
December 2001 All securities turn to T+5 for settlement on BSE. 
January 2002 Launch of ETF on NSE. 
February 2002 Negotiated Dealing System (NDS) was introduced on BSE 
February 2002 Two way fungibility for ADR/GDR allowed. 
April 2002 T+3 trading introduced on BSE. 
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October 2002  Launch of NSE government securities Index. 
January 2003 Commencement of trading in Retail Debt Market. 
January 2003 India’s first ETF on SENSEX- SPICE introduced. 
January 2003 BSE allows retail trading in Government Securities. 
April 2003  BSE introduces T+2 Settlement. 
June 2003 BSE Bankex Launched  
June 2003 Launch of Interest Rate Futures. 
August 2003 NSE launches futures and options CNXIT index. 
September 2003 BSE SENSEX shifted to free floating methodology. 
December 2003  T Group of Securities launched on BSE. 
May 2004 Second biggest fall of all times, Circuit filters twice in a day. (564.71 
points overall fall on 11.14%) 
June 2004 The SENSEX first time closes over 6000 points. 
June 2004  Launch of STP Interoperability.  
August 2004 Launch of electronic interface for listed securities by NSE 
May 2005 The BSE (Corporatisation and Demutualisation) Scheme, 2005 
(the Scheme) announced by SEBI 
June 2005 Launch of Futures & options in BANK Nifty Index by NSE 
August 2005 Incorporation of Bombay Stock Exchange Limited. 
BSE now becomes a corporate entity. 
2006 The Ministry of Finance promulgated the Prevention of Money 
Laundering Act that requires all participants in the securities market to 
comply with “Know Your Client(KYC)”.  
February 2006 BSE SENSEX closes above 10,000 points mark. 
November 2006 iShares BSE SENSEX India Tracker listed at the Hong Kong Stock 
Exchange 
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December 2006 'Derivative Exchange of the Year', by Asia Risk magazine, a 
comprehensive electronic surveillance system that enables the regulator 
to quickly detect spacious market activity in any market and across all 
market. 
December 2006 SEBI activated its Integrated Market Surveillance System, a modern 
comprehensive electronic surveillance system that enables the regulator 
to quickly detect suspicious market activity in any market across all 
markets.   
December 2006 SEBI mandated that all dematerialized account comply with PAN 
requirement by December 31, 2006 
January 2007 Launch of Unified Corporate Bond Reporting platform : Indian 
Corporate Debt Market (ICDM) 
March 2007 NSE, CRISIL announce launch of IndiaBondWatch.com 
March 2007 Singapore Stock Exchange Limited entered into an agreement to invest a 
5% stack in BSE. 
April 2007 SEBI adopted Guidelines for Consent Orders and for Considering 
Requests for Composition of Offences and published forms and FAQs 
on consent orders.   
June 2007 NSE launches derivatives on Nifty Junior & CNX 100 
October 2007 NSE launches derivatives on Nifty Midcap 50 
January 2008 Introduction of Mini Nifty derivative contracts on 1 January 2008 
January 2008 BSE SENSEX at All-time high of 21206.77 points. 
March 2008  Introduction of long term option contracts on S&P CNX Nifty Index 
April 2008 Launch of Securities Lending & Borrowing Scheme by NSE 
August 2008  Launch of Currency Derivatives on NSE. 
October 2008 Launch of Currency Derivatives on BSE.  
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May 2009 The SENSEX raised 2110.70 points (17.34%) and Index-wide upper 
circuit breaker applied 
August 2009 BSE - USE Form Alliance to Develop Currency & Interest 
Rate Derivatives Markets 
August 2009 Launch of Interest Rate Futures on NSE. 
August 2009 BSE IPO Index Launched. 
October 2009 Launch of Interest Rate Futures 
October 2009 BSE Introduces New Transaction Fee Structure for Cash Equity 
Segment 
November 2009 Launch of Mutual Fund Service System by NSE. 
November 2009 BSE launches FASTRADE™ - a new market access platform 
December 2009 BSE Launches BSE StAR MF – Mutual Fund trading platform 
December 2009 BSE launches clearing and settlement of Corporate Bonds through 
Indian Clearing Corporation Ltd. 
December 2009 BSE's new derivatives rates to lower transaction costs for all 
December 2009 Commencement of settlement of corporate bonds on NSE. 
January 2010 BSE Market time changed to 9.0 a.m. - 3.30 p.m. 
January 2010 BSE PSU website launched 
February 2010 Launch of Currency Futures on additional currency pairs 
April 2010 BSE’s New DBM framework @ Rs.10 lakhs - 90% reduction in 
Membership Deposit 
May 2010 BSE’s Dissemination of Corporate Action information via SWIFT 
platform 
July 2010 Options included on BOLT trading platform of BSE. 
September 2010 BSE for the first time in India launched Mobile- Based trading.  
September 2010 Introduction of Smart Order Routing(SOR) on BSE. 
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October 2010 EUREX-SENSEX futures launched. 
October 2010 Launch of Fastrade on Web (FoW) - Exchange hosted platform 
October 2010 Launch of 15-minute special pre-open trading session, a mechanism 
under which investors can bid for stocks before the market opens. 
November 2010  Launch of volatility Index on BSE. 
December 2010 Commencement of Shariah Index on BSE. 
January 2011 Co-location facility at BSE - tie up with Netmagic 
 
Source: BSE, NSE, OTCEI and SEBI composed by researcher. 
 
1.3 The Primary Market: 
1.3.1 Introduction: 
The primary market is market for new issues. It is also the new issues market. It is a market for 
fresh capital. Funds are mobilised in the primary market through prospectus, right issues, & private 
placement. Bonus issue is also one way to raise capital but it does not bring in any fresh capital. 
Some companies distribute profit of existing shareholders by the way of fully paid bonus share 
instead of paying them dividend. Bonus share are issued in the ratio of the existing share held. The 
shareholders do not have to pay for bonus share but the rational earnings are converted into capital. 
Thus, bonus share enable the company to restructure its capital. Bonus is the capitalisation of free 
reserves. Higher the free reserves, higher are the chances of a bonus issue forthcoming from a 
corporate. Bonus issue creates excitement in the market as the shareholders do not have to pay for 
them and in addition, they add to their wealth. 
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Companies issue bonus share for various reasons are: 
 To boost liquidity to their stock: 
A bonus issue results in expansion of equity base, increasing the number of absolute 
share available for trading. 
 To bring down the stock price: 
A high price often acts as a deterrent far a retail investor to buy a stock. The price of 
a stock falls on becoming ex-bonus because an investor buying share ex-bonus is not 
entitled to bonus share. For instance, scrip trading at`600 cum bonus with a 1:1 
bonus begins trading at 300 ex-bonus. 
 To restructure their capital: 
Companies with high resources prefer to bonus share as the issue not only 
restructure their capital but since they are perceived to be likely candidates for bonus 
issue by investors. They fulfil the expectations of the investors. 
1.3.2 Type of Issues in Primary Market: 
 
Source: www.bseindia.com 
Figure 1.4 Types issues in Indian Primary Market 
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Primarily,  issues  can  be  classified  as  a  Public,  Rights  or  Preferential issues (also known as 
private placements). While public and rights issues involve a detailed procedure,  private  
placements  or  preferential  issues  are  relatively simpler. The classification of issues is illustrated 
below:  
Initial Public Offering (IPO) is when an unlisted company makes either a fresh issue of securities or 
an offer for sale of its existing securities or both for the first time to the public. This paves way for 
listing and trading of the issuer’s securities.  
A  follow  on  public  offering  (Further  Issue)  is  when  an  already  listed company makes either a 
fresh issue of securities to the public or an offer for sale to the public, through an offer document.  
Rights  Issue  is  when  a  listed  company  which  proposes  to  issue  fresh securities  to  its  
existing  shareholders  as  on  a  record  date.  The  rights  are normally offered in a particular ratio 
to the number of securities held prior to the  issue.  This  route  is  best  suited  for  companies  who  
would  like  to  raise capital without diluting stake of its existing shareholders.  
A  Preferential issue  is  an  issue  of  shares  or  of  convertible  securities  by  listed  companies  to  
a  select  group  of  persons  under  Section 81  of  the Companies Act, 1956 which is neither a 
rights issue nor a public issue. This is  a  faster  way  for  a  company  to  raise  equity  capital.  The  
issuer  company has  to  comply  with  the  Companies  Act  and  the  requirements  contained  in 
the  Chapter  pertaining  to  preferential  allotment  in  SEBI  guidelines  which inter-alia include 
pricing, disclosures in notice etc. 
1.3.3 Offer Documents for the Primary Market: 
 According to SEBI “draft offer document” means the prospectus in case of a public issue 
and letter of offer in case of right issue has to be filed with registrar of companies (ROC) and 
notified to stock exchanges. This offer document contains exclusive information about the 
companies & its activities. The offer document used in ease of book built public issue is also called 
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draft red hearing prospectus and contains in formation that justify the pricing of the issue. This 
helps the investors to rationalize their investment in the issue offered by the company. Basically, 
the draft offer document implies the offer document in draft stage. 
The draft offer document by the issuer company has to be filed with SEBI, at least 21 days prior to 
the filing of the document with ROC/ stock exchanges. On submission SEBI may suggest changes, 
if any, and the issuer or lead merchant has to make such changes before filing the documents of the 
ROC/ stock exchanges. The documents are put on the website of SEBI for 21 days from filing of 
the documents, for public comment. 
In case of a preference issue, QIB issue or private placement, the filing of documents with SEBI in 
not required. Only the merchant banker handing the issue files the documents to the concerned 
stock in charge. 
A company aiming to have an issue in the primary market have to complete issue in the primary 
market has to complete with SEBI disclosure and investors protection(DIP) guidelines before filing 
the documents with SEBI. 
1.3.4 Types of Investors in Primary Market: 
 SEBI broadly classifies investors into following categories, SEBI FAQs (March 2008): 
I. Retail Investors (RIIs): 
Retail investors companies of the individual investors spread across the country. 
They apply or bid for maximum security value of Rs.150000. 
II. Qualified institutional Buyer (QIB): 
QIBs are the financial institution like public financial institution, commercial 
banks; FIIs & Provident funds those investors in the securities. 
III. Non-Institutional Investors(NIIs): 
NIIs are the categories of investors which do not fall in the above categories  
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In all book building issue SEBI has a fixed maximum limit upto which any of the above 
types investors can invest, for example: QIBs portion can be 50% of the entire amount, RIIs 
can be 35% & NIIs can be 15%. 
1.4.4 Pricing Issues in Primary Market: 
Prior to 1992 the prices of stocks was decided by the Controller of Capital Issue(CCI) in the 
primary market. CCI use to regulate the primary market under the Capital Issue (Control) Act 1947. 
The timing quantum & pricing of the issue were decided by the controller. The Permission was 
mandatory to issue capital beyond `1,00,00,000 or any amount of money from the public at a 
premium. The premium was decided by CII based on a predefined formula & the other issue were 
priced at par. The main criteria for the formula were the net asset value and price earning value. 
The issue price was set far below the market value of the company share. The fixed price regime 
resulted to under-pricing of the issue. 
In 1992, the capital Issue (control) Act,1947 was repeated and all controls relating to rising of 
capital from the market were removed. Hence, SEBI had no major role to play in pricing the issue. 
The issue and merchant banker could now decide the issue price without any restriction on the 
price. The only regulation that still pertains is the either the issue or the merchant banker has to 
completely disclose the financial & non-financial parameters that are adequately considered in 
pricing of the issue to SEBI. Both existing and newly established companies are now free to decide 
the issue price. 
These emerged under the free pricing, an alliance of dishonest promoters & greedy merchant 
bankers. They brought out issue with rosy but unreal projections & sold the shares at very high 
premiums. These projections never materialised, leading crash in the prices. Moreover companies 
with a negative bottom line came back with a repeated right issue at a premium. Issue of all kinds 
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and premium unheard of in corporate history were made in early days of the free pricing. These 
issues killed the primary market. 
Of over 4000 issues that hit the market between 1992-96 more than 3000 shares were issued at a 
premium were quoted below their offer price on the very day it was listed. For example:- 
Saurashtra Cement Ltd.’s IPO hit the market on September 1993 at Rs. 250 per share. It stood at a 
price of Rs. 85 on the listing day & today the value o the share is Rs. 17.50. The free market 
became the falling market in numerous cases. 
1.3.4.1 Free Pricing and SEBI Guidelines:  
According to the Guidelines of SEBI, the issuer company fixes premium on the issue which is 
decided by its shareholders and in consultation with the merchant banker. Companies are keen on 
higher premium to get more capital at cheap rates, reducing the overall cost of capital. However, 
SEBI regains for the issuer companies to provide justification for the price in the offer documents. 
There is complete freedom now for the companies to raise funds, to meet their various types of 
business requirements like repayment of high debt borrowing or to meet normal capital 
expenditure. There is no restriction on companies for raising funds for meeting various 
requirements, provided adequate information to safeguard investors interest is made available in the 
offer documents. There is complete freedom now for the companies to raise funds, to meet their 
various types of business requirements like repayment of high debt borrowing or to meet normal 
capital expenditure. There is no restriction on companies for raising funds for meeting various 
requirements, provided adequate information to safeguard of investors’ interest is made available in 
the offer documents. 
According to SEBI guidelines on free pricing of capital issues, only following categories of the 
companies have been permitted to price their offers freely-  
 
1.40 | P a g e  
 
1) New companies established by individual promoters. 
2) Existing companies with 4 years track record of consistent profitability. 
3) Existing listed companies. 
4) Existing closely held companies and other unlisted companies with or without 3 years of 
track record of consistent profitability. 
The first issues of new companies are allowed only at par the first issues of existing, closely 
held companies are allowed to be pried freely in consultation with the lead managers. Lead 
managers are required to disclose the justification on the premium fixed on public/rights issues 
by existing companies. 
SEBI advises all the investors applying for the issue to get them informed of all risk factors 
related to the issue. They should study all the martial facts pertaining to the issue, including the 
risk factors, before considering any investment. 
According to SEBI’s guidelines, clause 8.8.1, subscription list for public issues shall be kept 
open for at least 3 working days and not more than 10 working days. In case of book built 
issues, the minimum & maximum period for which binding will be open is 3 to 7 days, 
extendable by 3 days in case of revision in the price-band. The issue of Infrastructure Company, 
satisfying the requirements in clause 2.4.1(iii)of chapter II may be kept open for a maximum 
period of 21 working days. As per clause 8.8.2, rights issues shall be kept open for at least 30 
days and not more than 60 days. 
The investors are entitled to receive a confirmatory allotment note (CAN) in case they have 
been allotted shares, within 15 days from the date of closures of a book built issue. The registrar 
has to ensure that the DEMAT credit or refund as acceptable is completed within 15 days from 
the date of closure of the book built issue. 
The listing on the stock exchanges is alone within 7 days from the finalization of the issue. 
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1.3.4.2 Types of Pricing Issues: 
 There are two major types of issue pricing. 
1. Fixed Pricing- 
The issuer company at the outset decides the issue price and mentions it in the offer 
document. Normally SEBI allows the issuer company along with the lead managers to 
freely price the issue. The basic issue price as well as the basis for determining the issue 
price revelled in the offer document of the company. The issuer company discloses in 
detail the various qualitative & quantitative factors that have been considered and have 
been instrumental in demining the issue price in fixed price public issue the shares get 
listed within 37 days post issue closure. 
2. Book Building: 
If the price of an issue is discovered based on the demands for the equity at various price 
levels, it is called as book building issue. SEBI guidelines book building is defined as 
“A process under taken by which a demand for the securities proposed to be issued by a 
corporate body is elected, built up & the price for the such securities is accessed for the 
quantum of such securities to be issued by means of a notice, circular, advertisement or 
information memoranda or offer document.” Book building is the process of price 
discovery. The price band is disclosed to the market before opening the issue of the 
offered securities based  on the demands received at various levels with the price band 
specified by the issuer, the book running lead manager in consultation with issuer 
arrives at price at which the share can be issued. Thus, book building process gives an 
oppournity to the market to discover price for individual securities. 
The issuer company has to disclose in the offer document the basis on which it has set 
the price or price band. So the issuer company along with its merchant bankers discloses 
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in detail the various qualitative & quantitative factors that are considered and are 
important in justifying the issuer price. After the bidding process is complete, the cut-off 
rate is decided. 
1.3.5 The Book Building Process: 
 The book building process has the following steps. 
 The company (issuer) first of all appoints a book runner i.e. a merchant banker. 
 The book runner prepares and submits the draft documents to the SEBI and obtains an 
acknowledgement card. 
 The issuer and the book runner decide to offer share at a price within a specified price band. 
 Offers regarding the demand for securities at different price levels are invited from 
syndicate mutual funds, and others. The advertisement should mention the opening and 
closing data for the bids. A bid usually opens for a minimum of 5 working days. 
 Based on the bids received the issuer arrives at the final cut-off rates and the final allocation 
in consultation with the book runner & lead manager. 
 The issuer and the book runner may impose restrictions on the number of share that can be 
allotted to each client so as to avoid future takeover threats. 
 The final prospectus is filled with the registrar of companies (ROC) along with the   
procurement agreement. 
 The placement portion opens only after the prospectus is filed with the ROC. 
 The QIB portion closes one day before the closing of public offer. 
 The public portion opens and the allotment & listing portion is done. The price determined 
in the book building process is applicable to the public portion as well. If in case the public 
portion is over subscribed, then the allotment is done on proportional basis. In case the 
public portion remains undersubscribed, the short fall in distributed amongst those who 
have opted for QIB portion and visa-versa. 
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In book building, the book can be built types: open book and closed book. In open book system of 
book building, there is an online display of demand and bids during the bidding period. This facility 
is available on the terminals of both the NSE and the BSE. This enables the investor to know the 
movement and quantum of the bids during the period in which bid is kept open. 
Under closed book building, the book to not made public and hence investors bid without having 
any information on bids submitted by other bidders. 
A book built issue under entry Norm-II shall offer not less than 50 per cent to Qualified 
Institutional Buyers (QIBs) and not less than 25 percent to retail investors. The rest may be allotted 
to non-individual buyers or high network individuals. According to clause 2.2.2 B (v) of the DIP 
guidelines a QIB shall mean. 
 Public financial institution as defined in section 4A of the companies act, 1956; 
 Scheduled commercial banks; 
 Mutual Funds; 
 Foreign Institutional Investors (FII) registered with the SEBI; 
 Multilateral & Bilateral development financial institutions; 
 Venture capital funds registered with SEBI; 
 Foreign venture capital investors registered with the SEBI; 
 State industrial development corporations; 
 Insurance companies registered with the Insurance Regulatory and Development 
Authority (IRDA); 
 Provident funds with minimum corpus of ` 25 corers; and 
  Pension Funds with minimum corpus of ` 25 corers. 
The basis of allotment are finalised by book running lead manager (BRLM) within two weeks from 
the closure of the issue. The allotment of share is done on a proportionate basis within the specified 
categories, rounded of to the nearest whole number, with pre-determined minimum allotment being 
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equal to minimum applications size. Under the earlier guidelines, if the issue is oversubscribed, 
applicants will be chosen by drawing lots and allotted a minimum of 100 shares per minimum 
tradable lot.         
The registrar then ensures that the DEMAT credit or refunds as applicable is completed within 15 
days of the closer of the issue. Listing on the stock exchange is done within 7 days from the 
finalisation of the issue. 
1.3.5.1 Benefits of Book Building Method: 
 The benefits of public issue can be divided into two main parts: 
1) Benefits to the Issuer: 
The main benefit to the issuer is; 
 Enables issuers to reap benefits arising from price & demand discovery. 
 Helps to have pre sold and preclude chances of under subscription/ 
development. 
 The cost and time for making a public issue is low. 
 The procedure for raising the issue is also simplified. 
2) Benefits to Investors: 
The main benefits to investors are; 
 They can trust the price at which the syndicate members have purchased the 
shares. 
 Due to the buying by syndicate the possibility of price falling below par after 
listing is remote. 
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1.3.5.1 Limitations of Book Building: 
 The book building is still at a resent stage and not without limitations. 
 The book building process in India is quite different from that of developed nations, where 
in road shows are held and the issue price is arrived at few hours before the issue opens. The 
lead manager makes a market in the paper by offering two-way quotes on the secondary 
market, till trading picks up. There is no such provision in the Indian book building process. 
 In India, unlike developed markets, the book building process is still dependent on good 
faith. The number of investors invited to apply are limited and it is the peer pressure & 
reputation are the ones which ensures that there are no defaults. Book building relies on 
much interaction among firms, merchant bankers & investors, which is absent in India. 
 There is a lack of transparency at critical steps of the book building process and the absence 
of strong regulation. 
 Since, the price fixed for the public portion and the placement portion in the same, issues 
may not succeed in inviting desired public response. 
 The advertisements about book built issues to retail investors are not necessary. This 
increases the chances of negotiated deals. 
 The price discovery mechanism is not proved to be good. Many issue have been listed 
below their issue price. The lag time of more than 60 days between issue pricing and listing 
is building block of price discovery mechanism. 
 The issuers may not have to sell cheap because of the collective bargaining power of 
institutions. 
 High institutionalise holdings may affect the stock’s liquidity and makes it volatile. 
 The role of retail investors in determining the issue pricing decreases. Moreover, retail 
investors may not have the information to judge the issue and thus, may not be able to arrive 
at the correct pricing. 
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 Limits fixed are fungible and can be altered depending upon the market conditions. If there 
is low retail demand more than 75 percent of the issue size is allocated to the institutional 
investors. 
 May IPOs after 1999 have failed badly. Many of them are still traded below the issue price. 
The SEBI needs to revise the process of pricing a book building issue at operational level 
and check if it requires modification in its guidelines. 
 The book building system of ascertaining the cut-off price and the allocation of cash 
applicant discriminate between retail & institutional investors. The institutional investor can 
revise the bids both in terms of quantity & price, which is not available to the retail 
investors. Moreover the merchant banker to the issue, have the discretion to allot the share 
to institutional investors which result in a small portion allotment to the retail investors. 
 The share of public offer in total capital has been from 75 per cent to 25 per cent and in 
some cases to 10 per cent. Effectively retail, now is allotted only 8.75 percent and 3.5 
percent of the company’s total capital. 
 Book building thrust upon retail investor even though he can not discover price. Institutional 
investors have the support of information & research that aid in price discovery. 
 May scrip prices raise after listing and this reflect the extent of under-pricing. Hence, a 
more effective price discovery is needed to avoid under-pricing. 
1.3.6 Some New Concepts of Primary Market 
I. Reverse Book Building 
Reverse book building is a process where in the shareholders are to bid for the price 
which they are willing to offer their shares. It is just like reverse auctions. This 
process helps in discovering the exit price and it by companies who want to delist 
their shares or buy-back share from the shareholders. 
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II. Green-Shoe Option 
The SEBI permitted green-shoe option in book building issue when it amended the 
guidelines in August 2003. 
A green-shoe option means an option of allocating shares in excess of the shares 
included in the public issue and operating a post listing price mechanism for a period 
not exceeding 30 days in accordance with the provisions of chapter VIII (A) of the 
DIP guidelines. 
A stabilising agent can buy shares from the market to stabilise the prices in the 
market. The maximum quantity that can be bought by such is 15 per cent of the total 
issue. 
III. Online IPO: 
 The online issue of shares is carried out via the electronic network of the stock 
exchanges. The guidelines for the online issue of shares are incorporated in a new 
chapter in the SEBI (disclosure & investment protection) guidelines, 2000. The 
guidelines clearly states that public issue can be made either through online system or 
through the existing bank channels. The company proposing to have public issue via 
online method of stock exchange has to comply with section 55-68A of the 
Companies Act 1956 and Disclosure & Investor Protection (DIP) guidelines. The 
issuer is required to enter into an agreement with the stock exchanges which have the 
requisite system for an online offer and has to appoint brokers & registrars to the 
issue having electronic connectivity with stock exchanges.   
1.3.7 Resource Mobilization from International Capital Markets: 
As discussed earlier, funds can be raised in the primary market from domestic as well as 
international markets. After capital market reforms initiated in 1991, one of the major policy 
changes was allowing Indian companies to raise equity from international market. Earlier 
only debt was allowed to be raised from the international market. In early 1990s, foreign 
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exchange reserves of India depleted and the country’s rating was been downgraded. This 
resulted in a foreign exchange crunch and the government was unable to meet the import 
requirements of the Indian companies. Hence, allowing Indian companies to tap the equity 
and bond markets of foreign countries looked like sensible option. 
The Indian companies have raised their capital from international markets, by Global 
Depositary Receipts (GDRs), American Depository Receipts (ADRs), Foreign Currency 
Convertible Bonds (FCCBs) and External Commercial Borrowings (ECBs). ECBs are used 
as residual source, after exhausting external equity as a main source of finance for large 
value projects. 
1.3.7.1 Global Depository Receipts (GDRs): 
GDRs are equity instruments issued in foreign country authorised by overseas corporate 
bodies against the share or bond of Indian companies held with the nominated domestic 
custodian banks. The issue of GDR relates to equity share of the issuing company which are 
kept with the designated bank. GDRs are freely transferable outside India and dividend in 
respect of the shares represented by the GDR is paid in Indian Rupees only. The GDRs are 
traded on the foreign stock exchanges. The trading takes place between professional market 
makers on OTC basis. A GDR represents one or more share of the issuing company. The 
shares correspond to GDR on a fixed ratio. A holder of GDR can at any tome convert it into 
the number of share it represents. Till conversion, the GDRs do not carry any voting rights 
and once conversion takes place the underlying stocks are listed on the domestic stock 
exchange. Most of the Indian companies have their GDRs listed on the Luxemburg stock 
exchange and the London stock exchange. Indian GDRs are primarily sold to institutional 
investors and the major demand is in UK, US, Singapore, Hong Kong, France and 
Switzerland. Rule 144A of the securities and Exchange Commission (SEC) of the US 
permits companies from outside US to offer GDRs to QIBs. 
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1.3.7.2 American Depository Receipts: 
ADRs are negotiable documents denominated in US Dollars and issued by the US 
Depository Bank. A non-US company that seeks to list in the US deposits its shares to the 
bank and receives a receipt which enables the company to issue American Depository 
Shares (ADSs). The ADSs serve as stock certificates and are used interchangeably with 
ADRs, which represents ownership of the deposited shares.  
The ADRs are listed on the New York Stock Exchange (NYSE) and National Association 
Securities Dealers Automated Quotation (NASDAQ). ADR issues offer access to US 
institutional as well as retail markets while GDRs comprehensive disclosure and greater 
transparency as compared to GDR listing. 
GDRs can be converted to ADRs by surrendering the existing GDRs and depositing the 
underlying equity shares with ADR depository in exchange of ADRs. The issuing company 
has to comply with SEC requirements to materialise the exchange offer process. However 
the company doesn’t get any fund by this conversion of GDRs to ADRs. Many European 
investors have been dis-appointed by the poor performance of the Indian GDRs in 
traditional industries and are unwilling to provide more capital. 
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1.5 Process of Issuing ADRs or GDRs: 
 
 
 
 
 
 
 
 
 
Source: Bharti V. Pathak, Indian Financial System, Pearson Education 2
ed 
edition p 345.   
1.3.7.3 External Commercial Borrowing: 
Indian corporates are allowed to raise foreign loans for financing infrastructure projects. In August 
1996 Reliance Petroleum became the first company to raise money n form of ECB. The issue was 
worth US $125 million, it is also considered to be an important event because it was the only 
company at that time to raise such an amount from the international market without any type of 
guarantee from the baker financial institution. 
ECBs are linked to Federal Reserve Board Rate which is 3 per cent since 2005. ECBs need sound 
risk management both interest rate and FOREX risk. Any default has wider repercussions in terms 
of increasing the risk premium for the subsequent borrowers from India. 
Indian companies are free to raise ECBs from any internationally recognised source, such as bank, 
export credit agencies, suppliers of equipment, foreign equity holders and international capital 
Board Approval (SEC) 
 
Tendering of Shares by the shareholder
ers 
  
 Board Approval (SEC) 
Conversion to ADRs or GDRs  
Sales of ADRs or GDRs to the overseas Investors  
Repatriation of proceeds to India within one month of the closure of the issue 
 
Distribution of proceeds to shareholders 
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markets. ECBs are supplement to domestically available resources for expansion of existing 
capacity as well as fresh investment. Indian companies have preferred this route to raise funds, as 
the cost of borrowing fund is low in international markets. Reliance Petroleum raised US$ 115 
billion foreign debt in January-2006 the biggest offshore loan by an Indian corporate house. 
The revised guidelines relating to external commercial borrowings have made it possible for a 
portion of floating rate bonds or notes to be converted into FCCBs. 
1.3.7.4 Foreign Currency Convertible Bonds (FCCBs): 
FCCBs are bond issued by Indian companies and subscribed to by non-resident Indians or foreign 
nationals. They carry a fixed coupon rate and are convertible to fixed number of ordinary shares at 
a preferred price. The conversion into the issuing companies security can be either whole or in 
parts, on the basis of a warrant attached with the debt instruments. These bonds are listed and 
traded abroad. Till conversion option is not exercised the company has to pay interest in US Dollar 
and if the conversion option is not exercised till maturity then the redemption is also to be made in 
US Dollars. Thus, the foreign investor s prefers convertible bonds whereas Indian companies prefer 
GDR issues. The interest rate is low but the exchange risk is high in FCCBs as the interest payable 
is in foreign currency. Hence, only companies with low debt-equity ratios and large FOREX 
earning potential, opt for FCCBs. 
Corporates can raise FCCBs at coupon rates of 1.5 per cent which is lower than the domestic rate. 
The yield-to maturity in case of these bands is around 6-7 per cent and it is to be paid only at the 
end of the tenure. 
The scheme for issue of FCCBs and ordinary shares was notified by the government in 1993 to 
allow companies to have easier access to foreign capital markets. Under this scheme, bods up to 
US$ 50 million are cleared automatically; those up to $100 million by the Reserve Bank of India 
and above $100 million will be cleared by the ministry of finance. The minimum period for a 
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FCCB is five years but there is no restriction on the time period for the conversion of the FCCBs to 
shares. 
The interest rate on FCCBs is much lower than the bond issuance or syndication of loans. The 
equity component of the FCCBs is an attractive feature for investors. Higher the premium for 
conversion, higher will be the yield on FCCBs. FCCZBs straddle both the world of equity and debt; 
FCCBs are less liquid than equity and are cheaper than debt. This feature makes FCCBs the most 
loved way for the borrower as well as the investors. 
1.3.7.6 Factors Leading to an Increase in the Popularity of International Market as a Source 
of Finance: 
Since 1993, many of the firms have chosen to use the offshore primary market instead of the 
domestic primary market for raising resources. 
The factors that can be attributed to this behaviour are as follows: 
 The time involved in the entire public issue on the offshore primary market is shorter and 
the issue costs re also as low as the book building procedure is adopted. 
 Offshore issues allow foreign ownership to cross the ceiling.  
 Foreign Institutional Investors (FIIs) prefer euro issues as they do not have to register with 
the SEBI nor they have to pay the capital gain tax as on GDRs traded on foreign exchanges. 
Moreover, arbitrage opportunities exist as GDR are priced at discount compared with the 
domestic price. 
 Indian companies can collect a larger volume of funds in foreign exchange from 
international markets than through domestic markets. 
 The increasing popularity of Euro bonds market among international borrowers and placed 
in countries other than the one in whose currency the bond is dominated. There are no 
regulatory restrictions as they fall outside the purview of a single country’s regulatory 
framework to dollar dominated band in the US. 
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 The projections of GDP growth are very strong and consistent which have created a strong 
appetite for Indian bond in overseas market. 
 An overseas issuance allows the company to get exposure to international investors, 
thereby increasing the visibility of Indian companies in the overseas market. 
1.3.8 Recent Changes in Primary Market: 
With a huge number of investors complaining about poor processing of IPO applications, the need 
for improvement in primary market infrastructure was felt. So, in April 2004, the SEBI came up 
with a multi-disciplinary committee called the Securities Market Infrastructure Leverage Expert 
Task Force (SMILE) to improve procedural efficiency in the primary market.  
Conclusion: 
In the recent times the primary market in India has showed some unprecedented growth but still 
there are a lot of corrections required in the Indian IPO system. With the Introduction of ASBA in 
the IPO section the retail investors are now participating in the IPO process in huge numbers. The 
Indian Primary Market in spite of huge successes of IPOs need a lot o attention as some old 
problems with the primary market is still faced by investors. 
1.4 The Secondary Market: 
1.4.1 Introduction: 
The secondary market is a market in which existing securities are resold or traded. This market is 
also known as stock market. In India the secondary market consists of recognised stock exchanges 
operating under the rules, by laws and regulations duly approved by the government. These shock 
exchanges constitute an organised market where securities issued by central and state governments, 
public bodies and joint stock companies are traded. According to section 2(3) of The Securities 
Contract (Regulation) Act, 1956 a stock exchange is defined as a body of individuals whether 
incorporated or not, constitute for the purpose of assisting, regulating and controlling the business 
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of buying, selling and dealing in securities. The major stock exchanges in the world are NASDAQ, 
New York Stock Exchange (NYSE), London Stock Exchange (LSE), Dow Jones, Tokyo Stock 
Exchange, etc. The major stock exchanges in India are BSE, NSE and OTCEI. 
1.4.2 Development of Stock Market in India: 
The origin of the Indian stock market dates way back in the 18
th
 century when long term negotiable 
securities were first issued. The real beginning however, occurred in the middle of the 19
th
 century 
after the formation of the Companies Act of 1850, which introduced feature of limited liability and 
generated investor’s interest in corporate securities. 
The first stock exchange in India was Native Stock Brokers’ Association which is known as the 
Bombay Stock Exchange. It was formed in the year 1875. The exchange was started under Banyan 
Tree with only few brokers. The development led to reforms throughout India with the 
development of Ahmedabad Stock Exchange (1894), Calcutta Stock Exchange (1908), and Madras 
(Chennai) Stock Exchange (1937). In order to promote orderly development of stock exchanges the 
government introduced a comprehensive legislation called Securities Contract (Regulation) Act, 
1956. 
The trade in the secondary market was largely dominated by the Calcutta Stock Exchange (CSE) 
till 1960s. Most of the companies registered in India were mainly listed on two major stock 
exchanges the CSE and the BSE. In 1961 out of the 1203 companies listed on the Indian stock 
exchanges 576 were listed on the CSE and 297 were listed on the BSE. The shift of dominance 
from CSE to BSE started in the late 1960s. Till the early 1990s, the Indian secondary market was 
plagued with many limitations such as: 
1. Uncertainty of execution price. 
2. Uncertainty of delivery and settlement periods. 
3. Front running, trading ahead of a client on knowledge of client order. 
4. Lack of transparency. 
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5. High transection cost. 
6. Absence of risk management. 
7. Systemic failure of entire market and market closure due to scams. 
8. Club mentality of brokers. 
9. Kerb trading (off market deals). 
In 1991 after the liberalization of the Indian economy, the stock markets entered into an era of 
reforms. SEBI was established in the year 1988 but it became a regulatory body for transection and 
issuance of securities, with enation of the SEBI Act, 1992. 
The Indian stock market then follows a three tier structure form. The structure has: 
 Regional stock exchanges. 
 National Stock Exchange Ltd. (NSE) and 
 Over The Counter Exchange of India (OTCEI). 
NSE was first setup in 1994 as the first automated screen based exchange in India. It worked on the 
concept of order matching. The establishment of NSE is marked as a revolution the Indian stock 
exchanges. After NSE all major stock exchanges started electronic trading and dematerialization of 
securities became necessary for issuers. Now with e-Revolution in India trader sitting in any part of 
Country can buy and sell shares on the market platform during the trading hours. The OTCEI was 
established in 1992 to enable small and medium enterprises to raise funds and generate capital at 
low cost. 
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1.4.2.1 Organization, Management and Membership of Stock Exchanges: 
The organizational structure of the stock exchanges in India has evolved over a span of last 135 
years, from a small group of people making association for trading, to de-mutualized stock 
exchanges. In India currently there are 21 stock exchanges, their type of organizational structure is 
indicated in the table 1.7 below 
Table 1.4 List of Stock Exchanges in India and their type of organisation 
Name Of The Exchange Type of Organisation 
Bombay , Ahmedabad, Patna, Indore Voluntary non-profit making association 
Kolkata, Delhi, Bangalore, Cochin, Kanpur, 
Guwahati, Ludhiana, Mangalore, Chennai 
Public limited company 
Hyderabad, Pune, Rajkot, Magadh Company limited by guarantee 
The National Stock Exchange 
A tax-paying company incorporated under 
the companies Act and promoted by leading 
financial institutions and banks 
The Over the Counter Exchange of India 
A company under Section 25 of the 
companies Act, 1956. 
Source: website of SEBI 
www.sebi.gov.in 
The regional stock exchanges are managed by a governing body consisting of elected and 
nominated members. The trading members, who provide broking services, own control and manage 
the exchanges. The governing body is vest with wide ranging powers to elect office bearers, set up 
committees, admit & expel members, manage the properties and finances of the exchange and 
conduct day-to-day operations of the exchange.  
The NSE and the OTCEI are de-mutualized exchanges where in the ownership and management of 
the exchange and trading rights are separate from each other. 
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A broker is a member of the stock exchange, who can trade either on their own account or on behalf 
of clients. To become a broker in India a person or company has to take a certificate of registration 
from SEBI and then have to comply with the prescribed code of conduct. Over the period of time 
many proprietary and partnership firms have converted themselves into corporate entities. Both 
NSE and OTCEI have laid strict membership criteria for new admission. The criterion includes 
capital adequacy, track record, and education experience and so on, to ensure quality broking 
services. 
The brokers are important intermediaries in the market as they bring buyers and sellers together and 
aid in price discovery. There are classes of brokers namely proprietary, partnership and corporate. 
In old exchanges most of the brokers were proprietary in nature, where as in the new exchanges 
most of them are corporate members. Several changes have taken place in the broking industry over 
the past few years. Consolidation and restructuring have assured considerable importance on this 
segment of the stock market. 
As on March 31, 2009 there were 14,318 brokers and 62,471 sub-brokers registered with SEBI. 
NSE had the highest number registered followed by BSE, CSE and OTCEI. A broker is required to 
pay an annual registration of ` 5000 if the turnover does not exceed ` one cr., otherwise they have 
to `5000 plus one-hundredth of one per cent of the turnover in excess of ` one cr. Five years form 
the date of registration a broker has to pay on ` 5,000 for a block of five years. The exchange also 
transection charges, the transection charges vary from broker to broker. The maximum brokerage 
that can be levied is 2.5 per cent of the contract price exclusive of stationary levies, such as, SEBI 
turnover fee, service tax and stamp duty. 
 1.4.3 Functions of Secondary Market: 
The major functions of the secondary market are: 
 Facilitated liquidity and marketability of the outstanding equity and debt instruments. 
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 To contribute to economic growth through allocation of funds to most efficient channels 
through the process of disinvestment and reinvestment. 
 To provide instant valuation of securities caused by changes in the internal environment 
(company and industry wide factors). Such valuation facilitates the measurement of the cost 
of capital and rate of return of the economic entities at the micro level. 
 To ensure a measure of safety and fair dealing to protect investors’ interest. 
 To induce companies to improve performance since the market price at the stock exchange 
reflects the performance and this market price is readily available to the investors. 
1.4.4 Listing of Securities: 
A company has to list its securities on the stock exchanges so that, they are available for trading. A 
company can get listed on one or more stock exchanges .but it has to compulsorily register itself 
with one regional stock exchange nearest to the registered office of the company. A security listed 
on one exchange is permitted for trading on the other. Provisions in listing agreement attempt to 
ensure liquidity and investors’ protection in the stock market. There were around 9020 companies 
listed on the major stock exchanges of India as on March 31, 2009. 
A company can seek listing, if at least 10 per cent of the securities subject to a maximum of 20 lakh 
securities; have offered to public for subscription. In addition, the size of the net offer to the public 
should not be less than ` 100 cr. and the issue is made only through book building method with 60 
per cent of the issue size allocated to QIBs. Alternatively, the company has to offer at least 25 per 
cent securities to the general public. 
The basic norms for listing are uniform for all stock exchanges. They are specified in the listing 
agreement entered into between the company and the stock exchange. The compliance of listing 
agreement is to be monitored by the concerned exchange. The exchange may levy annual listing fee 
on listed companies, this constitutes major source of income. 
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After a security is issued to the public and listed on a stock exchange, the issuing company has to 
make continuous disclosures related to financial results, material information which would have a 
bearing on the performance of the company, and information in the form of a statement on the 
actual utilization of funds and actual profitability as against the projected utilization of funds and 
projected profitability on a quarterly basis to the stock exchanges. 
To improve transparency, the SEBI made it mandatory for listed companies to provide their half-
yearly results on the basis of limited review by its auditors or chartered accountants to the stock 
exchanges. 
1.4.4.1 Central Listing Authority (CLA): 
The listing fees are the major source of income for the stock exchanges. The greater the number of 
listed companies on the exchange, the higher their listing fees. To get companies to get listed with 
their exchange the exchanges relax their listing standards. Moreover, the listing requirements vary 
from one exchange to another. This leads to issuers wasting resources to comply with listing 
requirements of the number of stock exchanges simultaneously. Hence a conflict of interest arises 
when stock exchanges regulate the companies that contribute to their revenues through listing fees. 
This conflict may become more serious in the near future as the process of demutualization of stock 
exchanges in process. With demutualization, the core objective of the stock exchange would be 
profit maximization, this would lead to further dilution in listing requirements, to maintain or 
increase listing fees. 
To resolve these issues, a central listing authority is needed which could not only frame the listing 
regulations but also take on task of assuring compliance of listing requirements. In UK the London 
Stock Exchange (LSE) takes care of listing while the listing authority takes care of the listing 
activity. The government on the same grounds has proposed the introduction of CLA. The CLA 
would regulate prelisting procedures including clearing of prospectus. It would also apply post 
listing measures to monitor the purpose which the funds are used. This would prevent division of 
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fund for alternate use. In the pre liberalization era the Controller of Capital Issues (CCI) monitored 
the pricing of the issues as well as the end use of funds by the companies.  
Under the proposed structure, the regional listing of shares will continue and the stock exchanges 
would be responsible for monitoring violations of listing agreement. Merchant banker would be 
responsible for disclosure made in the prospectus. The department of company affairs would, as 
usual regulate unlisted companies. 
To make corporates more accountable for their actions and to prevent any further scandals, the 
SEBI has setup the CLA for which it has spelled out norms. 
1.4.4.2 The SEBI (Central Licencing Authority) Regulations, 2003: 
The regulations were notified on 22 August 2003. The regulations specify that any listing 
application will have a precedent letter from the CLA covering the application. It is mandatory for 
all issues to obtain the precedent letter from the CLA. The CLA may impose conditions before 
granting the letter precedenting to listing and may further lay down the condition prior to issuing 
the grant of the letter. The CLA also has a right to withdraw the precedent letter. If it thinks so and 
of the issue falls into certain criteria’s as mentioned in the notification. 
Section 2(1)(h) of the SEBI (CLA) Regulation,2003 defines a “letter precedent to listing” to mean a 
letter issues by the CLA under regulation permitting the application for re-listed and listing security 
on an exchange other than the exchange where it is presently listed. 
The SEBI provides operational and functional support to the CLA in matters relating to 
appointment of the CEO and providing infrastructure and manpower to the CLA as and when 
required. 
1.4.5 Trading Agreement: 
After the abolition of open outcry system and introduction of online screen based trading, the 
Indian stock market has seen some drastic changes in the trading mechanism. With around 10,000 
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terminals across India the Indian stock market has seen some huge increase in the trading volumes 
and prices. The major benefits of online trading are: 
 It ensures transparency. 
 It increases information efficiency  
 It Increases operational efficiency 
 It improves the depth and liquidity of the market. 
 Provides single trading platform. 
Now with SEBI allowing Internet based trading an investor form any part of the world can trade in 
the Indian stock markets. This brings better liquidity in the market. 
1.4.6 Trading Rules and Regulations: 
Strict rules and regulations have been framed to prevent unfair trading practices and insider trading, 
the trading rules related to the margin system, intra-day trading limit, and exposure limit. Broker 
are levied with various type of margins such as daily margins, mark to market margins, ad-hoc 
margins, volatility margins and so on to check price volatility. 
Stock exchanges impose different types of margins on brokers for individual stock depending on 
the exposure take by these brokers in these stocks, both on proprietary basis on behalf of clients, 
viz-á-viz the overall market exposure in the scrip. Several of these margins are paid upfront by the 
brokers. These margins are collected to prevent operators from taking positions in excess of their 
buying capacities and are used to settle dues to exchanges/ clearing corporations/ traders in event of 
any fund shortage faced by the broker. The margins vary from operators to operators depending on 
the size of the position taken in the market. 
As a large part of the market trading is based on margins payments by routing traders through 
brokers who pay lower margins, the SEBI stipulated that brokers/ Sub-brokers of the same 
exchange cannot deal with the brokers/sub-broker of the same exchange, either proprietary trading 
1.62 | P a g e  
 
or trading on behalf of a client without the prior permission of SEBI. It is also stipulated the broker 
one exchange can deal with only one broker or sub-broker of the other exchange for proprietary 
trading offer intimating the names of such broker or sub broker to his parent stock exchange. 
If the market becomes volatile the exchanges impose margins such as Value- at- Risk (VaR) to 
minimise the risk of default by either counter party. The system of collecting margins is devised in 
such a manner that higher exposure attracts higher margins. Besides the normal margins, scrip with 
usually high trading volumes attracts special margin or special ad-hoc margin to keep defaults at 
bay. 
The SEBI shifted the managing system from net basis to gross basis (sale and purchase) with effect 
from 3
rd
 September 2001, and introduced a 99 per cent VaR based margin for all scrip in rolling 
settlement with effect from 2ed July 2001. VaR measure the worst expected potential loss from an 
unlikely adverse event in normal everyday market environment. Prior to VaR, trade margin was 
kept in a manner that covers price movements for more than 99 per cent of the time. Usually the 
three sigma (standard deviation) method is used for the measurement. 
 The intra-day trading limits i.e. limit to volume is specified and no brokers’ trading volume can 
exceed this limit. If a broker wishes to exceed this limit he has to deposit additional capital with the 
exchange. The upper limit for gross exposure of the broker is fixed at 20 times of his capital to 
ensure market safety, besides these, there is capital adequacy norms for members, indemnity 
insurance and online position monitoring by the exchange. 
To ensure fair trading practices, the SEBI has formulated Insider trading Regulations prohibiting 
insider trading, making it a criminal offence. To enhance the transparency of the takeover process 
and to protect the interest of the minority shareholders, there are now separate regulations I relation 
to acquisitions and takeovers. 
1.4.6.1 Trading and Settlement: 
1.63 | P a g e  
 
After the reforms, the trading and settlement cycle was trimmed from 14 days to 7 days. Later on 
securities were traded and settled under a uniform weekly settlement cycle. In a trading cycle 
traders accumulated till the end of a specified period and the positions, were settled in the form of 
payment of cash and delivery of securities. 
The carry forward system prevailed for a long period at stock exchanges as it increased the volume 
of trading and thereby added to the liquidity of the system. However it also increased speculation 
which increased the volatility in prices and defaults by brokers, thereby impeding the price 
discovery process. Hence an alternative system called rolling settlement was introduced in a phased 
manner. 
Under the T+5 basis rolling settlement systems, the trading cycle comprises of one day of 
transection of securities 5 days after the trading day. The rolling settlement on a T+5 basis was 
introduced in 10 scrip on January 2000, the extended to 153 scrip in May 2000, to 414 securities in 
July 2001. There after all the securities were covered under this system. The T+5 cycle was changes 
to T+3 in April 2002, and to the current T+2 in April 2003. The effective implementation and 
success of rolling settlement requires electronic fund transfer facility and dematerialization of 
securities. 
1.4.6.2 Dematerialisation of Securities: 
To eliminate various problems such as theft, fake or forged transfers, transfer delays and paperwork 
associated with physical certificates, an electronic book entry form of holding and transferring 
securities has been introduced. Investors have the option to hold securities in either physical or 
dematerialised form. To expidate the use of dematerialisation the SEBI mandated use of DEMAT 
in various scripts. All new IPOs will now be issued in DEMAT form only. The two depositories 
National Securities Depository Limited (NSDL) & Central Securities Depository Limited (CSDL) 
can offer trading facility in dematerialised form. The dematerialisation process is almost complete 
by now and more the 99 per cent of the turnover is settled by delivery in dematerialised form. 
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1.4.6.3 Internet Trading: 
In India internet trading was started in April 2000. Through this means of trading, investors can buy 
and sell shares online through internet. 
To start internet trading an investor has to register himself with a broker offering online services. 
He has to open a bank account as well as a DEMAT account with the depository party (DP) or the 
broker. The broker is responsible for risk management of his clients. The orders get logged directly 
on the trading platforms within the assigned limits designated by the broker to the clients. Even if 
the client order exceeds the assigned limits, the order gets re-routed to the brokers’ server for 
authorisation or rejection. The broker can change the parameters of a client online. 
1.4.7 Stock Market Index: 
“A stock market index is group of securities listed on the exchange which best indicates the 
sentiments and movements of the exchange” e.g. BSE SENSEX, NIFTY 50 etc. The scrip selected 
for the Index formation should be the one with high capitalization and some good liquidity. A stock 
market index is a barometer of the market behaviour. It reflects expectations about the behaviour of 
the economy as a whole. The major functions of a stock market index are: 
 To serve as a barometer of the equity market. 
 To serve as a benchmark for portfolio of stocks. 
 To serve as underlying for futures and options contract. 
1.4.7.1 Global Stock Market Indices: 
The major stock market indices that exist around the world are: 
1. Dow Jones industrial Average 
2. NASDAQ composite Index 
3. NASDAQ 100 Index 
4. S&P 500 Index 
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5. The FTSE 100 Index 
6. The MSCI Indices 
All these indices help the investors to see and judge the movement of their domestic market based 
on the foreign market exchanges. 
1.4.7.2 Stock Market Indices in India: 
There are two major indices in India: BSE SENSEX and S&P CNX Nifty 50. Both BSE and NSE 
have sectorial indices, but they cater to a particular industry of economy only. BSE SENSEX stands 
for BSE sensitive Index and was established in 1986. It comprises of 30 shares with the base year 
1978-79 and a base of 100 points. The all-time high of SENSEX is 21,000 points in January 2008. 
The basic criterion for selection of scrip in the SENSEX is large market capitalization. 
Another index which has become very popular in a short span of last 15 years is the S&P CNX 
Nifty 50. The NSE began trading in November 1994, and its volume surpassed BSE on a short span 
of time. The NSE and CRISIL under took a joint venture wherein they jointly promoted India Index 
Services and Products, a specialised organisation to provide stock index service. The organisation 
developed scientifically devised indices of stock prices in the NSE by technical partnership with 
Standard & Poor (S&P). The S&P CNX Nifty 50 was launched on 8
th
 July 1996. 
1.4.8 Stock Exchanges in India: 
The Indian stock market has 21 stock exchanges in total with 18 regional stock exchanges 2 
national exchanges and 1 stock exchange of stock exchanges. The four major stock exchanges of 
India are NSE, BSE, OTCEI and the Inter-connected stock exchange of India. The List of major 
stock exchanges in India is in the Table No 1.5 
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Table 1.5 LISTS OF STOCK EXCHANGES 
Name of the Exchange Head Office 
Ahmedabad Stock Exchange  Ahmedabad 
Bangalore Stock Exchange Bengaluru 
Bombay Stock Exchange Mumbai 
Bhubaneswar Stock Exchange Bhubaneswar 
Calcutta Stock Exchange Kolkata 
Cochin Stock Exchange Kochi 
Coimbatore Stock Exchange Coimbatore 
Delhi Stock Exchange New-Delhi 
Guwahati Stock Exchange Guwahati 
Hyderabad Stock Exchange Hyderabad 
Inter-Connected Stock Exchange Mumbai 
Jaipur Stock Exchange Jaipur 
Ludhiana Stock Exchange Ludhiana 
Madhya Pradesh Stock Exchange Indore 
Madras Stock Exchange Chennai 
Magadh Stock Exchange Patna 
Mangalore Stock Exchange Mangalore 
National Stock Exchange Mumbai 
Over The Counter Exchange OF India Mumbai 
Pune Stock Exchange Pune 
Saurashtra Kutch Stock Exchange Rajkot 
Uttar Pradesh Stock Exchange Kanpur 
Vadodara Stock Exchange Vadodara 
Source: Handbook of Statistics SEBI 2009-10       . 
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1.4.8.1 The Bombay Stock Exchange Limited (BSE): 
BSE is the oldest and one of the biggest stock exchanges in India, with a market capitalization 
of ` 2,676,873.49 cr. as on 30th June 2011. BSE is voluntary non-profit making association of 
broker members. It emerged as a premier stock exchange n 1960s. Since inception BSE 
operated like a closed club of members. With securities scam outburst in 1992 and SEBI taking 
over the reins of the market, the BSE had to bring about changes in its own operational 
policies. Until March 1995, BSE followed the open outcry system of trading. However, when it 
faced stiff competition from NSE the country’s first modern, computerised and professionally 
managed stock exchange setup in 1994, the BSE changed its system of trading operations, on 
system known as BSE Online Trading System (BOLT). The screen base system was first 
confined to 818 major scripts only which was later on liberalised to all scripts. The introduction 
of BOLT helped in improving the trading volumes significantly reducing the spread between 
buy and sell orders, better trading in odd lot shares, fixed income instruments, and dealings in 
the reunification of right shares. 
In 1995, BOLT was limited to Mumbai only, whereas the NSE was functioning on national 
level. As a result BSE was losing countrywide business. The BSE therefore submitted a 
proposal for allowing installation of terminals connected to BOLT in centres outside Mumbai. 
After rejecting the application four times, on 29
th
 October 1996, the SEBI finally allowed BSE 
to use BOLT system nationwide. In February 2001 BSE launched its internet based system 
BSE Webx. BSE launched India’s first mobile based trading system in 2010. 
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1.4.8.1.1 Listing Categories at BSE: 
  Primarily there are five groups in which the listed stocks are divided and they are A, B, T, 
Z, and F. The ‘A’ group comprises stocks that have fairly good growth rate. These 
companies offer dividend to the investors and have good capital appreciation over the time. 
The stocks that are listed with ‘A’ category have the facility to carry forward to the next 
settlement cycle. This is an advantage from the margin and derivative trading point of view. 
The category ‘B’ is basically a subset of all the listed stocks and the stocks listed in this 
category have greater market capitalization that the rest of the stocks. The trading of the 
stocks that are listed in the ‘T’ category needs to be settled on the very trading day and the 
deals cannot be carried forward. This is done by BSE to restrict any unwanted movement in 
these scripts. The stocks in the ‘Z’ group are marked for not complying with the rules and 
regulations of the stock exchange and these stocks are often suspended from trading. The 
‘F’ group is reserved for the stocks listed at the debt market. 
1.4.8.1.2 BSE Indices: 
BSE started the first index namely BSE sensitivity Index or SENSEX in 1986. Since then 
they have launched many new indices the list of all such indices is given below: 
 Broad 
o SENSEX 
o MIDCAP 
o SMALL CAP 
o BSE-100 
o BSE-200 
o BSE-500 
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Thematic 
o SHARIAH 50 
 
 Investment Strategies 
o BSE IPO 
o DOLLEX-30 
o DOLLEX-100 
o DOLLEX-200 
 Sectorial 
o BSE AUTO 
o BSE BANKEX 
o BSE CD (Consumer Durables) 
o BSE CG (Consumer Goods) 
o BSE FMCG 
o BSE HC (Health Care) 
o BSE IT (Information Technology) 
o BSE METAL 
o BSE OIL&GAS 
o BSE POWER 
o BSE PSU (Public Sector Undertaking) 
o BSE REALTY 
o BSE TECk 
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1.4.8.2 National Stock Exchange Limited (NSE): 
1.4.8.2.1 Introduction 
In 1990s the government of India brought about some phenomenal changes in the Indian Stock 
Market. One such change was the establishment of NSE, a modern stock exchange which 
brought with it the best global practices. 
 
NSE was incorporated in November 1992 with the following objectives: 
 To establish a nationwide trading facility for equities, debt instruments and 
hybrids. 
 To ensure investors all over the country gets equal access through appropriate 
communication network. 
 To provide fair, efficient and transparent securities market to investors through 
an electronic trading system. 
 To enable shorter settlement cycles and book entry settlement system. 
  To meet current international standards of the equity markets. 
The Pherwani Committee, which mooted the setting up of NSE, wanted a trading floor 
linked through a technologically backed automated network thereby creating an exchange 
with a national network. However, providing all regional exchanges a common platform, 
the NSE is competing with BSE thus creating problems for survival of other stock 
exchanges. 
The NSE unlike the other Indian stock exchanges is a tax paying company incorporated 
under Companies Act, 1956. It has been promoted by leading financial institutions and 
banks to provide automated and modern facilities for trading, clearing and settlement of 
securities in a transparent, fair and open manner with a country wide access. 
The exchange is professionally managed in which the ownership and the management of 
NSE are completely separate from rights to trade on the exchange. In order to upgrade the 
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professional standards of the market intermediaries, the exchange lays stress on factors such 
as capital adequacy, corporate structure, track record and educational experience. 
NSE membership is always on tap and anyone who meets the criteria such as cash deposits 
and high net worth can become a member. A member, who wants to quit business can do so 
freely and take refund of deposits after meeting all the liabilities. 
NSE members are connected to the exchange for their work stations to the central computer 
located at the exchange through a satellite using VSAT (Very Small Aperture Terminals). 
The NSE installed over 2,826 VSAT in over 366 cities across the county. Members can 
place their orders from their offices and external connectivity to clients through the 
Computer To Computer Link (CTCL) facility outside their premises. Registered dealers of 
the members have remote trading terminals at their offices and they trade electronically on 
‘NSE-NEAT’ trading system through CTCL server installed at the members’ office. 
Through this facility members can have full control over their network and they can closely 
monitor the orders placed by their registered dealers and branches. 
Some Facts about NSE 
 First exchange in India to implement fully automates screen based trading system. 
 First exchange in India to go live to the world through satellite communication. 
 The first exchange in India to grant permission for internet trading. 
 The only exchange in the world to get first place in the country in the very first year 
of trading. 
1.4.8.2.2 Major Indices at NSE: 
 Major Indices 
o S&P CNX Nifty 
o CNX Nifty Junior 
o CNX 100 
o S&P CNX 500 
o CNX Midcap  
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o Nifty Midcap 50 
o CNX Smallcap Index 
o S&P CNX Defty 
 Other Indices 
o CNX IT Index 
o CNX Bank Index 
o CNX FMCG Index 
o CNX PSE Index 
o CNX MNC Index 
o CNX Service Sector Index 
o S&P CNX Industry Indices 
o Customised Indices 
o CNX Energy Index 
o CNX Pharma Index 
o CNX Infrastructure Index 
o CNX PSU BANK Index 
o CNX Realty Index 
o S&P CNX Nifty Shariah / S&P CNX 500 Shariah 
o S&P ESG India Index 
o CNX Dividend Opportunities Index 
1.4.8.2.3 National Securities Clearing Corporation Limited (NSCCL): 
In April 1995, the NSE setup NSCCL, a wholly owned subsidiary, to undertake clearing and 
settlement at exchange. Its operations commenced in April 1996. It operates with a well-defined 
settlement cycle, aggregates  trades over a trading period, nets the position to determine the 
liabilities of the members, and ensure movement of funds and securities to meet respective 
liabilities. Its central functions are settlement, clearing and risk management. 
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1.4.8.2.3.1 Functions of NACCL: 
 Clears all trade 
 Determine obligations of members 
 Arranges for pay-in and pay-out of funds/ securities. 
 Guarantees settlement 
 Receives funds or securities 
 Processes for shortage of funds or securities  
 Collects and maintains margin/ collateral/ base capital/ other funds. 
 Counter party to all settlement obligations of the members. 
A separate Settlement Guarantee Fund (SGF) was established for the segment of futures and 
options by NSE. 
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1.4.8.3 Over The Counter Exchange of India Limited (OTCEI): 
The OTCEI was promoted by ICICI, UTI, IDBI, IFCI, SBI capital markets Ltd, Canbank Financial 
Services Ltd, GIC and LIC. It is a recognised stock exchange under the Securities Contract 
(Regulation) Act 1956 with effect from 23
rd
 August 1989. The exchange was incorporated as 
company under section 25 of the Companies Act 1956, on 20
th
 September 1990 with an authorised 
capital of ` 10 cr. and paid-up capital of ` 5 cr. 
It is based on the fundamentals of NASDAQ of USA, with modifications to suit Indian conditions. 
It commenced its operations on 6
th
 October 1992.  
 The OTCEI arose out of the need of second tier market in the country. It was setup to provide 
small and medium enterprises an access to capital market for raising finance in a cost-effective 
manner. 
The OTCEI was the first ring less, electronic national exchange with a screen based system, listing 
a completely new set of companies of small size. It allowed companies with a paid up capital as 
low as ` 30 lakh to get listed. It brought screen based trading to the vogue for the first time. 
Moreover for every script it had two market makers who continuously give a two way quotes for a 
particular security. 
1.4.8.3.1 IPO at OTCEI: 
 At the OTCEI there are two ways of making a public offer: 
 Direct Offer 
Under this method the company can offer its shares directly to the public 
after getting the issue sponsored. 
 Indirect Offer 
The company under this type of offer will first sell all its share to a sponsor 
who will later on load it off. 
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1.4.8.3.2 Types of Securities Traded on OTCEI: 
 There are three major types of securities traded on the OTCEI, they are: 
a. Listed Securities 
The listed shares are scripts that are exclusively listed on the OTCEI. In the 
initial stage only listed securities were allowed for trading on the exchange. 
b. Permitted Securities 
These are securities which are listed on other exchange also. At a later phase 
after the initial stage the OTCEI allowed trading in such securities. 
c. Initiated Securities 
These are permitted units of UTI mutual finds listed for trading on the 
OTCEI provided it holds one lakh debentures of the particular company and 
appoint and OCETI member or dealer to carry out market making operations. 
The trading in the debt instruments on the OTCEI started on 20
th
 May 1993, with ILFS as a 
compulsory market maker. The OTCEI opened 25 offices on major cities of India. The main 
participants in the exchange are members and dealers. While members can get engaged in 
sponsorship, the dealers cannot. Scheduled banks, mutual funds, baking subsidiaries, financial 
institutions, merchant bankers venture capital funds, non-banking financial institutions other than 
finance and lending companies having a minimum net worth of ` 2.5 cr. can become a member of 
the OTCEI. 
The member are authorised to act as broker for securities, make market for scripts, and act as 
sponsor to companies. A sponsor is a very important person in OTCEI as he is responsible for 
activities such as apprising the company management capability, apprising the financial and 
technological viability of a project, valuing, holding and offering the scripts of the public, listing 
the scripts and doing compulsory market making for the script. 
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1.4.8.3.4 Advantages of OTCEI: 
The main advantages of trading with OTCEI are: 
  It was India’s first exchange with online trading cum depository facility. 
 It is a quote driven and transparent system of trading. 
 It provides liquid cash for retail investors with a T+3 rolling settlement system. 
1.4.8.3.4 Limitations of OTCEI: 
 It got to a poor initial start 
 The trading volumes are thin, liquidity is poor and most investors do not even know 
about its existence 
 It suffers with absence if nationwide network and lack of online communication network 
of its own. 
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Conclusion: 
The secondary market in India is developing very fast in the recent time but still it has a long 
distance to go in terms of stability and volatility control. The Indian market with its two major 
exchanges BSE and NSE trying hard to be in-line with the international markets and as a result of 
the efforts of these exchanges the Indian stock markets have shown one of the fastest growths in the 
last decade. 
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2.1   Introduction and Overview  
In recent years, economic activity has been characterized by a dramatic increase in the international 
dimensions of business operations. National economies in all parts of the world have become more 
closely linked by way of a growing volume of cross-border transactions, not only in terms of goods and 
services but even more so with respect to financial claims of all kinds. Reduced regulatory barriers 
between countries, lower cost of communications as well as travel and transportation have resulted in a 
higher degree of market integration. With respect to real goods and services, this trend towards 
globalization is clearly reflected in the worldwide growth of exports and imports as a proportion of 
GDP of individual countries. Consequently, consumption patterns have been internationalized as well, 
both directly as well as indirectly.  
Alongside the increase in international trade one can easily observe the globalization of financial 
activity. Indeed, the growth of cross-border, or "international," flows of financial assets has outpaced 
the expansion of trade in goods and services. These developments are underpinned by advances in 
communication and transportation technology. They make geographic distances less significant, extend 
both the scope of information as well as the speed with which it is available, thus leading to faster and 
more efficient global financial operations. By the same token, and not unrelated to the technologically 
driven developments just mentioned, policy-induced capital market liberalization, such as the abolition 
of capital and exchange controls in most countries, permits an ever growing volume of international 
financial flows. As a consequence, investment opportunities are no longer restricted to domestic 
markets, but financial capital can now seek opportunities abroad with relative ease. Indeed, 
international competition for funds has caused an explosive growth in international flows of equities as 
well as fixed-income and monetary instruments. Emerging markets, in particular, as they have become 
more and more accessible, have begun to offer seemingly attractive investment alternatives to investors 
around the globe.  
International capital flows are further driven by a divergence in population trends between developed 
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and developing countries. Mature, industrialized countries today are characterized by aging 
populations with significant needs for private capital accumulation. The underlying demand for savings 
vehicles is further reinforced by the necessary shift from pay-as-you-go pension schemes towards 
capital market-based arrangements. By the same token, developing countries with their relatively 
young populations require persistent and high levels of investment in order to create jobs and raise 
standards of living in line with the aspirations of their impatient populations. All this provides 
significant incentives for the growth of international markets for all kinds of financial claims in general 
and securities in particular.  
While the environment has undoubtedly become more conducive to Foreign Institutional Investment 
(FIIs), the potential benefits for savers/investors have lost none of their attractions. There are the less-
than-perfect correlations between national economies, the possibility of hedging an increasingly 
international consumption basket, and the participation in exceptional growth opportunities abroad, 
which can now be taken advantage of through IPI. However, there is considerable controversy among 
investment professionals, both in academia as well as in the financial services industry, on the issue to 
what extent these intuitively perceived benefits of international portfolio investment are sufficiently 
significant. When the circumstances of the real world are taken into account, additional risks, costs and 
other constraints to IPI at best limit the potential advantages, at worst negate the benefits.  
Indeed, the empirical experience of the decade of the 1990s has cast doubt on the wisdom of IPI, at 
least from a U.S. investor’s perspective. U.S. markets seemingly outperformed crisis- ridden emerging 
markets as well as those of Japan and even Europe on a longer-term basis. Statistically, there is some 
evidence that correlations among markets have been increasing and worse, there is sustained and 
strong evidence that co-movement among markets increased dramatically during periods of volatile 
price changes, prompting investors to ask "where is (international) diversification when I need it?" As 
a result, both academics as well as investment strategists have begun to focus on alternative models of 
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diversification, based on sectors and industries. Indeed, recent empirical evidence seems to support the 
growing importance of global industry factors associated with the disparate behavior of technology 
stocks and their remarkable co-movement across markets, arguing strongly for diversification across 
global industries rather than countries, Fuerbringer (2001), Brooks/Catão (2000).  
Nevertheless, when everything is said and done, the arguments for international investment remain 
quite powerful: opportunities for real economic growth will differ among countries; different 
jurisdictions will follow different paths with respect to their social, economic, and political 
development. Indeed, a strong argument can be made that the emergence of large currency areas 
coalescing around the dollar, the euro and the yen, with inward focused policy imperatives, will make 
for considerable divergence of economic and financial market performance in the future. Last but not 
least, the decade of the 1990s was characterized by some very special features; conclusions based on 
empirical observations from that time frame will not necessarily be indicative of the future.  
 
2.2 Foreign Institutional Investments in India  
Foreign investments in the country can take the form of investments in listed companies (i.e FII 
investments); investments in listed/unlisted companies other than through stock exchanges (i.e Foreign 
Direct Investment, Private Equity / Foreign Venture Capital Investment route); investments through 
American Depository Receipts / Global Depository Receipts (ADR/GDR) or investments by Non 
Resident Indians (NRIs) and Persons of Indian Origin (PIO) in various forms (Chart 2-1).  
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Source: Indian Stock Market Report 2010 published by NSE 
Figure 2.1 Modes of Investment by Foreign Investors in India 
2.2.1 Evolution of policy framework 
Until the 1980s, India’s development strategy was focused on self-reliance and import-substitution. 
Current account deficits were financed largely through debt flows and official development assistance. 
There was a general disinclination towards foreign investment or private commercial flows. Since the 
initiation of the reform process in the early 1990s, however, India’s policy stance has changed 
substantially, with a focus on harnessing the growing global foreign direct investment (FDI) and 
portfolio flows. The broad approach to reform in the external sector after the Gulf crisis was delineated 
in the Report of the High Level Committee on Balance of Payments (Chairman: C. Rangarajan). It 
recommended, inter alia, a compositional shift in capital flows away from debt to non-debt creating 
flows; strict regulation of external commercial borrowings, especially short-term debt; discouraging 
volatile elements of flows from non-resident Indians (NRIs); gradual liberalisation of outflows; and 
dis-intermediation of Government in the flow of external assistance.  
After the launch of the reforms in the early 1990s, there was a gradual shift towards capital account 
convertibility. From September 14, 1992, with suitable restrictions, FIIs and Overseas Corporate 
Bodies (OCBs) were permitted to invest in financial instruments.2 The policy framework for 
permitting FII investment was provided under the Government of India guidelines vide Press Note 
2.7 | P a g e  
 
dated September 14, 1992, which enjoined upon FIIs to obtain an initial registration with SEBI and 
also RBI’s general permission under FERA. Both SEBI’s registration and RBI’s general permissions 
under FERA were to hold good for five years and were to be renewed after that period. RBI’s general 
permission under FERA could enable the registered FII to buy, sell and realize capital gains on 
investments made through initial corpus remitted to India, to invest on all recognized stock exchanges 
through a designated bank branch, and to appoint domestic custodians for custody of investments held. 
The Government guidelines of 1992 also provided for eligibility conditions for registration, such as 
track record, professional competence, financial soundness and other relevant criteria, including 
registration with a regulatory organization in the home country. The guidelines were suitably 
incorporated under the SEBI (FIIs) Regulations, 1995. These regulations continue to maintain the link 
with the government guidelines through an inserted clause that the investment by FIIs would also be 
subject to Government guidelines. This linkage has allowed the Government to indicate various 
investment limits including in specific sectors. With coming into force of the Foreign Exchange 
Management Act, (FEMA), 1999 in 2000, the Foreign Exchange Management (Transfer or issue of 
Security by a Person Resident Outside India) Regulations, 2000 were issued to provide the foreign 
exchange control context where foreign exchange related transactions of FIIs were permitted by RBI. 
A philosophy of preference for institutional funds, and prohibition on portfolio investments by foreign 
natural persons has been followed, except in the case of Non-resident Indians, where direct 
participation by individuals takes place. Right from 1992, FIIs have been allowed to invest in all 
securities traded on the primary and secondary markets, including shares, debentures and warrants 
issued by companies which were listed or were to be listed on the Stock Exchanges in India and in 
schemes floated by domestic mutual funds.  
Historical evolution of FII Policy is summarized below:  
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Table 2.1 Policy Changes for FIIs India 
Date Policy Changes 
September 
1992 
FIIs allowed to invest by the Government Guidelines in all securities in both 
primary and secondary markets and schemes floated by mutual funds. Single FIIs to 
invest 5 per cent and all FIIs allowed to invest 24 per cent of a company’s issued 
capital. Broad based funds to have50 investors with no one holding more than 5 per 
cent.  
The objective was to have reputed foreign investors, such as, pension funds, mutual 
fund or investment trusts and other broad based institutional investors in the capital 
market. 
April 1997 
Aggregated limit for all FIIs increased to 30 per cent subject to special procedure 
and resolution. 
The objective was to increase the participation by FIIs. 
April 1998 
FIIs permitted to invest in dated Government securities subject to a ceiling. 
Consistent with the Government policy to limit the short-term debt, a ceiling of US 
$ 1 billion was assigned which was increased to US $ 1.75 billion in 2004. 
June 1998 
Aggregate portfolio investment limit of FIIs and NRIs/PIOs/OCBs enhanced from 5 
per cent to 10 per cent and the ceilings made mutually exclusive. Common ceilings 
would have negated the permission to FIIs. Therefore, separate ceilings were 
prescribed. 
June 1998 Forward cover allowed in equity. 
February 
2000 
Foreign firms and high net-worth individuals permitted to invest as sub-accounts of 
FIIs. Domestic portfolio manager allowed to be registered as FIIs to manage the 
funds of sub- accounts. The objective was to allow operational flexibility and also 
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give access to domestic asset management capability. 
March 
2001 
FII ceiling under special procedure enhanced to 49 per cent. The objective was to 
increase FII participation. 
September 
2001 
FII ceiling under special procedure raised to sectoral cap. 
December 
2003 
FII dual approval process of SEBI and RBI changed to single approval process of 
SEBI. The objective was to streamline the registration process and reduce the time 
taken for registration. 
November 
2004 
Outstanding corporate debt limit of USD 0.5 billion prescribed. The objective was to 
limit short term debt flows. 
 
April 2006 
Outstanding corporate debt limit increased to USD 1.5 billion prescribed. 
The limit on investment in Government securities was enhanced to USD 2 bn. This 
was an announcement in the Budget of 2006-07. 
November, 
2006 
FII investment upto 23% permitted in infrastructure companies in the securities 
markets, viz. stock exchanges, depositories and clearing corporations. This is a 
decision taken by Government following the mandating of demutualization and 
corporatization of stock exchanges. 
January 
and 
October 
2007 
FIIs allowed to invest USD 3.2 billion in Government Securities (limits were raised 
from USD 2 billion in two phases of USD 0.6 billion each in January and October). 
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June, 2008 
While reviewing the External Commercial Borrowing policy, the Government 
increased the cumulative debt investment limits from US $3.2 billion to US $5 
billion and US $1.5 billion to US $3 billion for FII investments in Government 
Securities and Corporate Debt, respectively. 
October 
2008 
While reviewing the External Commercial Borrowing policy, the Government 
increased the cumulative debt investment limits from US $3 billion to US $6 billion 
for FII investments in Corporate Debt. 
October 
2008 
Removal of regulation for FIIs pertaining to restriction of 70:30 ratio of investment 
in equity and debt respectively. 
October 
2008 
Removal of Restrictions on Overseas Derivatives Instruments (ODIs) 
Disapproval of FIIs lending shares abroad. 
March 
2009 
E-bids platform for FIIs 
August 
2009 
FIIs allowed to participate in interest rate futures 
April 2010 
FIIs allowed to offer domestic Government Securities and foreign sovereign 
securities with AAA rating, as collateral to the recognized stock exchanges in India, 
in addition to cash, for their transactions in the cash segment of the market. 
November 
2010 
Investment cap for FIIs increased by US $ 5 billion each in Government securities 
and corporate bonds to US $ 10 billion and US $ 20 billion respectively. 
Source: Indian Stock Market Report 2010 published by NSE 
As is evident from the above, the evolution of FII policy in India has displayed a steady and cautious 
approach to liberalization of a system of quantitative restrictions (QRs). The policy liberalization has 
taken the form of (i) relaxation of investment limits for FIIs; (ii) relaxation of eligibility conditions; 
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and (iii) liberalization of investment instruments accessible for FIIs. 
2.2.2 Policy Developments for Foreign Investments  
I. Allocation of Government debt & corporate debt investment limits to FIIs  
SEBI, vide its circular dated November 26, 2010 has made the following decisions: 
A. Increased investment limit for FIIs in Government and Corporate debt:  
In an attempt to enhance FII investment in debt securities, government has increased the current 
limit of FII investment in Government Securities by US $ 5 billion raising the cap to US $ 10 
billion. Similarly, the current limit of FII investment in corporate bonds has also been increased 
by US $ 5 billion raising the cap to US $ 20 billion. This incremental limit shall be invested in 
corporate bonds with residual maturity of over five years issued by companies in the 
infrastructure sector. The market regulator SEBI announced this vide its circular dated 
November 26, 2010.  
B. Time period for utilization of the debt limits:  
In July 2008, some changes pertaining to the methodology for the allocation of debt limit had 
been specified. In continuation of the same, SEBI has decided that the time period for 
utilization of the corporate debt limits allocated through bidding process (for both old and long 
term infra limit) shall be 90 days. However, time period for utilization of the government debt 
limits allocated through bidding process shall remain 45 days. Moreover, the time period for 
utilization of the corporate debt limits allocated through first come first serve process shall be 
22 working days while that for the government debt limits shall remain unchanged at 11 
working days.  
Further, it was decided to grant a period of upto 15 working days for replacement of the 
disposed off/ matured debt instrument/ position for corporate debt while that for Government 
debt will continue to be at 5 working days. 
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C. Government debt long terms:  
SEBI, vide its circular dated February 2009, had decided that no single entity shall be allocated 
more than ` 10,000 crore of the investment limit. In a partial amendment to this, SEBI, vide its 
circular dated November 26, 2010, has decided that no single entity shall be allocated more 
than ` 2000 crore of the investment limit. Where a singly entity bids on behalf of multiple 
entities, then such bid would be limited to ` 2,000 crore for every such single entity. Further, 
the minimum amount which can be bid for has been made ` 200 crore and the minimum tick 
size has been made ` 100 crore.  
D. Corporate debt - Old limit:  
SEBI has decided that no single entity shall be allocated more than ` 600 crore of the 
investment limit. Where a singly entity bids on behalf of multiple entities, then such bid would 
be limited to ` 600 crore for every such single entity. Further, the minimum amount which can 
be bid for has been made ` 100 crore and the minimum tick size has been made ` 50 crore.  
E. Multiple bid order from single entity:  
SEBI has allowed the bidder to bid for more than one entity in the bidding process provided:  
a) It provides due authorization to act in that capacity by those entities  
b) It provides the stock exchanges, the allocation of the limits interse for the entities it has bid 
for to exchange with 15 minutes of close of bidding session.  
F. FII investment into ‘to be listed’ debt securities  
The market regulator has decided that FIIs will be allowed to invest in primary debt issues only 
if listing is committed to be done within 15 days. If the debt issue could not be listed within 15 
days of issue, then the holding of FIIs/subaccounts if disposed off shall be sold off only to 
domestic participants/investors until the securities are listed. This is in contrast to the earlier 
regulations issued in April 2006, wherein FII investments were restricted to only listed debt 
securities of companies. 
2.13 | P a g e  
 
II. Maintenance of Collateral by FIIs for Transactions in the Cash Segment  
RBI, vide its circular dated April 12, 2010 has decided, in consultation with the Government of 
India and the SEBI, to permit the FIIs to offer domestic Government securities and foreign 
sovereign securities with AAA rating, as collateral to the recognized stock exchanges in India, 
in addition to cash, for their transactions in the cash segment of the market.  
III. Reporting of Lending of Securities bought in the Indian Market  
SEBI, vide its circular dated June 29, 2010 has decided that the FIIs’ reporting of lending of 
securities bought in the Indian market will be done on weekly basis instead of the erstwhile 
daily submissions. In accordance with this change in periodicity of reports, with effect from 
July 02, 2010, FIIs are required to submit the reports every Friday. Further, in view of the 
change in the periodicity of the reporting, PN issuing FIIs are required to submit the following 
undertaking along with the weekly report:  
"Any fresh short position shall be immediately reported to SEBI"  
IV. FII participation in Interest Rate Futures  
FIIs have been allowed to participate in interest rate futures which were introduced for trading 
at NSE on August 31, 2009.  
V. Rationalisation of SEBI Fees for FIIs and FVCIs  
SEBI has reduced its fees to be charged to FVIs and FIIs. This was effective from July 2009 
onwards. 
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Table 2.2 Registration fees for FIIs in India 
Intermediaries Earlier Fees Revised Fees 
FVCI     
Application Fees US $ 5,000 US $ 2,500 
Registration fees (one time) US $ 20,000 US $ 10,000 
FII     
Registration Fees for every block of 3 years US $ 10,000 US $ 5,000 
Sub-accounts     
Registration Fees for every block of 3 years US $ 2,000 US $ 1,000 
Source: Indian Stock Market Report 2010 published by NSE 
2.2.3 Market Design - FIIs  
 
I. Entities eligible to invest under FII route:  
i. An  institution established or incorporated outside India as a pension fund, mutual fund, 
investment trust, insurance company or reinsurance company;  
ii.  An International or Multilateral Organization or an agency thereof or a Foreign Governmental 
Agency, Sovereign Wealth Fund or a Foreign Central Bank;  
iii. An asset management company, investment manager or advisor, bank or institutional  
 portfolio manager, established or incorporated outside India and proposing to make investments 
in India on behalf of broad based funds and its proprietary funds, if any;  
iv. A Trustee of a trust established outside India, and proposing to make investments in  
 India on behalf of broad based funds and its proprietary funds, if any  
v. University fund, endowments, foundations or charitable trusts or charitable societies. Broad 
based fund means a fund established or incorporated outside India, which has at least 20 
investors with no single individual investor holding more than 49 percent of the shares or units 
of the fund. If the broad based fund has institutional investor(s), then it is not necessary for the 
fund to have 20 investors. Further, if the broad based fund has an institutional investor who 
holds more than 49 percent of the shares or units in the fund, then the institutional investor 
must itself be a broad based fund.  
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Sub-account means any person resident outside India, on whose behalf investments are 
proposed to be made in India by a foreign institutional investor and who is registered as a sub-
account under the SEBI (FII) Regulations, 1995. applicant for sub-account can fall into any of 
the following categories, namely: 
a. Broad based fund or portfolio which is broad based, incorporated or established 
outside India.  
b.  Proprietary fund of a registered foreign institutional investor.  
c. Foreign corporate (which has its securities listed on a stock exchange outside India, 
having asset base of not less than US $ 2 billion and having an average net profit of 
not less than US $ 50 million.  
            A non-resident Indian shall not be eligible to invest as sub-account. 
2.2.3.1 Investment Restrictions 
An FII can invest only in the following: 
a. securities in the primary and secondary markets including shares, debentures and warrants of 
companies, unlisted, listed or to be listed on a recognised stock exchange in India 
b. units of schemes floated by domestic mutual funds including Unit Trust of India, whether listed 
or not listed on a recognised stock exchange; units of scheme floated by Collective Investment 
Scheme.  
c. dated Government securities and  
d. derivatives traded on a recognised stock exchange  
e. commercial paper  
f. security receipts  
g. Indian Depository Receipts  
In case foreign institutional investor or sub-account holds equity shares in a company whose shares are 
not listed on any recognized stock exchange, and continues to hold the shares after initial public 
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offering and listing thereof, such shares would be subject to lockin for the same period, if any is 
applicable to shares held by a foreign direct investor placed in similar position, under the policy of the 
Central Government relating to foreign direct investment for the time being in force.  
The total investments in equity and equity related instruments (including fully convertible debentures, 
convertible portion of partially convertible debentures and tradable warrants) made by a FII in India, 
whether on his own account or on account of his sub- accounts, should not be less than 70 per cent of 
the aggregate of all the investments of the Foreign Institutional Investor in India, made on his own 
account and on account of his subaccounts.  
However, this is not applicable to any investment of the FII either on its own account or on behalf of 
its sub-accounts in debt securities which are unlisted or listed or to be listed on any stock exchange if 
the prior approval of the SEBI has been obtained for such investments.  Further, SEBI while granting 
approval for the investments may impose conditions as are necessary with respect to the maximum 
amount which can be invested in the debt securities by the foreign institutional investor on its own 
account or through its sub-accounts. A foreign corporate or individual shall not be eligible to invest 
through the 100 percent debt route.  
Investments made by FIIs in security receipts issued by securitization companies or asset 
reconstruction companies under the Securitisation and Reconstruction of Financial Assets and 
Enforcement of Security Interest Act, 2002 are not eligible for the investment limits mentioned above. 
No foreign institutional investor can invest in security receipts on behalf of its sub-accounts.  
2.2.3.2 FII Investment in secondary markets:  
SEBI regulations provide that a foreign institutional investor or sub-account can transact in the Indian 
securities market only on the basis of taking and giving delivery of securities purchased or sold. 
However, this does not apply to any transactions in derivatives on a recognised stock exchange.  
Further, SEBI has, in December, 2007 permitted FIIs and sub-accounts can enter into short selling 
transactions only in accordance with the framework specified by SEBI. No transaction on the stock 
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exchange can be carried forward and the transaction in securities would be only through stock broker 
who has been granted a certificate by SEBI. They have also been allowed to lend or borrow securities 
in accordance with the framework specified by SEBI in this regard.  
The purchase of equity shares of each company by a FII investing on his own account should not 
exceed 10 percent of the total issued capital of that company. FII investing in equity shares of a 
company on behalf of his sub-accounts, the investment on behalf of each such sub-account should not 
exceed 10 percent of the total issued capital of that company. In case of foreign corporate or 
individuals, each of such sub-account should not invest more than five percent of the total issued 
capital of the company in which such investment is made.  
A Foreign institutional investor can issue, or otherwise deal in offshore derivative instruments, directly 
of indirectly wherein the offshore derivative instruments are issued only to persons who are regulated 
by an appropriate foreign regulatory authority and the ODIs are issued after compliance with ‘know 
your client’ norms. 
2.2.3.3 General Obligations And Responsibilities 
Certain general obligations and responsibilities relating to appointment of domestic custodians, 
designated bank, investment advice in publicly accessible media etc. have been laid down on the FIIs 
operating in the country in the SEBI (FII) Regulations, 1995. 
2.2.3.4 Private Placement with FIIs 
SEBI registered FIIs have been permitted to purchase shares/convertible debentures of an Indian 
company through offer/private placement subject to the ceiling of 10 percent of the paid up capital of 
the Indian company for individual FII/sub account and 24 percent for all FIIs/sub-accounts put 
together. Indian company is permitted to issue such shares provided that: 
a. in the case of public offer, the price of shares to be issued is not less than the price at which 
shares are issued to residents and 
b. In the case of issue by private placement, the price is not less than the price arrived at in terms 
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of SEBI guidelines or guidelines issued by the erstwhile Controller of Capital issues as 
applicable. Purchases can also be made of Partially Convertible debentures, Fully Convertible 
debentures, Rights/Renunciations/Warrants/Units of Domestic Mutual Fund Schemes. 
2.2.4 Risk Management  
2.2.4.1 Forward Cover & Cancellation and Rebooking 
Authorized Dealer Banks can offer forward cover to FIIs to the extent of total inward remittance of 
liquidated investment. Rebooking of cancelled forward contracts is allowed up to a limit of 2 percent 
of the market value of the entire investment of FIIs in equity and/or debt in India. The limit for 
calculating the eligibility for rebooking will be based upon market value of the portfolio as at the 
beginning of the financial year (April-March). 
The outstanding contracts have to be duly supported by underlying exposure at all times. The AD 
Category-I bank has to ensure that (i) that total forward contracts outstanding does not exceed the 
market value of portfolio and (ii) forward contracts permitted to be rebooked does not exceed 2 percent 
of the market value as determined at the beginning of the financial year. The monitoring of forward 
cover is to be done on a fortnightly basis. 
2.2.4.2 FII Position Limits In Derivatives Contracts 
SEBI registered FIIs are allowed to trade in all exchange traded derivative contracts on the stock 
exchanges in India subject to the position limits as prescribed by SEBI from time to time. Clearing 
Corporation monitors the open positions of the FII/sub-accounts of the FII for each underlying security 
and index, against the position limits specified at the level of FII/sub accounts of FII respectively, at 
the end of each trading day. 
2.2.5 Monitoring of investment position by RBI 
The Reserve Bank of India (RBI) monitors the investment position of FIIs in listed Indian Companies, 
reported by Custodian/designated AD banks on a daily basis, in Forms LEC (FII). 
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2.2.6 Caution List  
When the total holdings of FIIs under the Scheme reach the limit of 2 percent below the sectoral cap, 
RBI issues a notice to all designated branches of AD Category - 1 banks cautioning that any further 
purchases of shares of the particular Indian company will require prior approval of RBI. RBI gives 
case-by case approvals to FIIs for purchase of shares of companies included in the Caution List. This is 
done on a first-come-first served basis.  
2.2.7 Ban List  
Once the shareholding by FIIs reaches the overall ceiling/sectoral cap/statutory limit, RBI places the 
company in the Ban List. Once a company is placed on the Ban List, no FII or NRI can purchase the 
shares of the company under the Portfolio Investment Scheme. 
2.2.8 Margin Requirements  
SEBI registered FIIs/sub-accounts are allowed to keep with the trading member/clearing member 
amount sufficient to cover the margins prescribed by the exchange/Clearing House and such amounts 
as may be considered to meet the immediate 
2.2.9 Reporting of FII Investments 
An FII may invest in a particular share issue of an Indian Company either under the FDI scheme or the 
Portfolio Investment Scheme. The AD Category-I banks have to ensure that the FIIs who are 
purchasing the shares by debit to the Special Non-Resident Rupee Account report these details 
separately in the Form LEC (FII). 
2.2.10 Investment by FIIs under Portfolio Investment Scheme 
RBI has given general permission to SEBI registered FIIs/sub-accounts to invest under the Portfolio 
Investment Scheme (PIS).  
 Total holding of each FII/sub account under this scheme should not exceed 10% of the total 
paid up capital or 10% of the paid up value of each series of convertible debentures issued by 
the Indian company.  
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 Total holding of all the FIIs/sub-accounts put together should not exceed 24% of the paid up 
capital or paid up value of each series of convertible debentures. This limit of 24% can be 
increased to the sectoral cap / statutory limit as applicable to the Indian Company concerned, by 
passing a resolution of its Board of Directors followed by a special resolution to that effect by 
its General Body.  
 A domestic asset management company or portfolio manager, who is registered with SEBI as 
an FII for managing the fund of a sub-account can make investments under the Scheme on 
behalf of:  
a. A person resident outside India who is a citizen of a foreign state or 
b. A body corporate registered outside India. 
  However, such investment should be made out of funds raised or collected or brought from 
outside through normal banking channel. Investments by such entities should not exceed 5% of 
the total paid up equity capital or 5% of the paid up value of each series of convertible 
debentures issued by an Indian company, and should also not exceed the overall ceiling 
specified for FIIs.  
2.3 The Benefits from Foreign Institutional Investment  
There are several potential benefits that make it attractive for investors to internationalize their 
portfolios. These perceived advantages are the driving force and motivation to engage in IPI and will, 
therefore, be dealt with first, i.e. before looking at the risks and constraints. Specifically, the attractions 
of IPI are based on: 
a. The participation in the growth of other (foreign) markets,  
b. Hedging of the investor's consumption basket,  
c. Diversification effects and, possibly,  
d. Abnormal returns due to market segmentation. 
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All else being equal, an investor will benefit from having a greater proportion of wealth invested in 
foreign securities with:  
1. The higher their expected return,  
2. The lower the variation of their returns,  
3. The lower the correlation of returns of foreign securities with the investor's home market, and 
possibly. 
4. The greater the share of imported goods and services in her consumption.  
While there appears overall significant empirical evidence in support of benefits from international 
portfolio diversification, the interpretation of the empirical results is generally plagued by a set of 
crucial assumptions. In particular, it has to be considered to what extent risk aversion among investors 
in various countries is different, to what degree results based on past correlations are informative about 
the future, whether country indices reflect securities that are actually accessible to foreign investors, an 
d what the effect of inflation (real interest rate differences) on the results would be.  
2.3.1 Participation in Growth of Foreign Markets  
High economic growth usually goes hand in hand with high growth in the country's capital market and 
thus attracts investors from abroad. IPI allows investors to participate in the faster growth of other 
countries via the purchase of securities in foreign capital markets. This condition applies particularly to 
the so called "emerging markets" of Europe, Latin America, Asia, the Mideast and Africa. Countries 
are classified as emerging if they have low or medium income according to World Bank statistics, but 
enjoy rapid rates of economic growth. Typical examples are Mexico or Turkey as well as newly 
industrialized countries such as Korea or Taiwan.  
Driven by the general economic expansion, the financial markets in these countries have exhibited 
tremendous growth. This means that the security holdings of investors attained values several times 
worth the original investment after just a few years. However, investors seeking high growth should 
not limit their analysis to the fascinating and breath-taking developments in emerging market, but also 
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take a close look at some of the well-developed, industrialized countries like Japan, Denmark or the 
Netherlands. These countries can provide interesting investment opportunities as well, because they do 
not only show above average growth, but are also politically more stable, Barry/Peavy/Rodriguez 
(1998). 
Table 2.3 provides an overview of stock markets of high growth developing as well as developed 
countries and some of their characteristics. Most obvious, emerging markets are small in terms of 
market capitalization and number of stocks in the respective IFC index compared to markets in 
developed countries such as the United States, Japan or the United Kingdom. The data demonstrates 
further that favorable economic development in a country as measured by the real growth rate is 
frequently associated with high average stock returns. Unfortunately, emerging markets do not only 
offer high returns, but the risks associated with investments in these countries are frequently higher 
than in established markets as well.  
One indicator of this riskiness are standard deviations based on historical data. Since the markets are 
still relatively small, they bear the risk of extreme price movements and liquidity risk, i.e. it might not 
always be possible to close a position when desired without encountering significant adverse price 
effects. Consequently, standard deviations are not a sufficient measure of risk because the return 
distributions are not symmetric (skewness) and large movements are more likely than for a normal 
distribution (excess kurtosis), Bekaert/Erb/Harvey/Viskanta (1998). 
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Table 2.3: Risk and Return of Emerging Stock Markets 
 
Annual 
Return in 
% in USD 
(1986-
1996) 
Real 
Growth 
Rate in % 
(1990-
1996) 
Market 
Capitalizati
on in 
billion 
USD (end- 
1998) 
Number of 
Listed 
Domestic 
Companies 
Total Risk (Std. Dev.) 
(1986-1996) 
        (1998) USD (%) In LC (%) 
Emerging Markets             
Argentina 33.2 3.9 45.3   87.2 155.5 
Brazil 13.3 2.0 160.9 527 62.3 93.8 
Chile 32.9 6.4 51.9 277 27.7 26.8 
China   11.0 231.3 853     
Colombia 31.0 3.0     31.7 32.1 
Greece 17.7 1.3 80.0 244 42.3 41.9 
Hungary   -0.6         
India 6.0 3.8 105.2 5,860 33.3 35.6 
Indonesia 6.6 5.9   287 28.7 28.4 
Jordan 4.8 4.0     15.6 15.8 
Korea 5.2 6.2 114.6 748 28.4 27.2 
Malaysia 17.1 6.1 98.6 736 25.2 25.6 
Mexico 24.7 -0.3 91.7   46.0 43.5 
Nigeria 17.6 1.2     53.9 47.4 
Pakistan 10.4 1.1   773 26.6 26.6 
Peru   4.8   257     
Philippines 22.6 1.0 35.3 221 33.9 33.9 
Poland   3.3         
Portugal 15.7 1.5 63.0   40.7 40.3 
Russia   -9.2   237     
South Africa   -0.2 170.3 668     
Sri Lanka   3.4   233     
Thailand 20.3 6.7 34.9 418 32.7 32.8 
Turkey 19.4 1.7 33.6 277 68.0 66.4 
Venezuela 19.2 -0.3     46.5 43.2 
Zimbabwe 23.2 -1.1     28.7 27.6 
Developed Countries †           
Japan 13.9 1.2 2,495.80 2,416 23.1 18.7 
U.K. 15.1 1.5 2,374.30 2,399 24.5 22.0 
United States 13.4 1.2 13,451.40 8,450 15.3 15.3 
Source: Solnik (2000), International Finance Corporation (1999). 
†: values for Annual Return and Total Risk 
based on period 1/1971-12/1998 
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Moreover, there is political risk which can be observed in many manifestations such as instability of 
the political system and government, threat of exchange controls, abolishment of non-resident 
convertibility and free remittance of funds-all the way to risk of nationalization of businesses and loss 
of property rights. Taking these aspects into consideration, rapidly growing developed (as opposed to 
undeveloped) countries come into focus as the prevailing political stability and a safe regulatory 
environment in these countries translates into lower risk of the investment. On the other hand, absolute 
risk itself is normally not what matters but contribution to overall portfolio risk, i.e. the correlation 
between an individual security's return and total portfolio return. As will be discussed later on (Section 
3.3), emerging markets can be very interesting from this perspective, as they often reduce total 
portfolio risk due to low correlation with mature markets.  
Nevertheless, two caveats have to be addressed in the context of investment in stocks from high growth 
countries. Firstly, it could be argued that some of the growth has been already discounted and thus 
included in the prices of foreign securities. In this case, there would be no or only little advantage to 
the investor buying these stocks now. Indeed, it is hard to believe that in developed countries like 
Japan the growth of the economy and the financial market would not be anticipated and reflected in 
securities' prices. On the other hand, global financial markets are not yet fully integrated and still lack 
market efficiency due to market imperfections such as taxes, investment restrictions, foreign exchange 
regulations, etc. Consequently, capital asset pricing models that are built on these assumptions may not 
price the securities in different markets "correctly."  
Therefore, it might be necessary to distinguish between more and less developed high growth 
countries. For developed countries, information about economic activity including forecasts for future 
development should be readily available, and political risk is low. Thus, it seems to be within reason to 
assume that a large part of the growth is expected and thus reflected in securities' prices. However, 
actual growth might still be higher than anticipated growth due to the dynamics and complexity of the 
development, resulting in extraordinary returns compared to markets with less uncertainty about their 
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development. The whole story runs somewhat differently for less developed countries, though. The 
assessment of emerging markets is an area where information is harder to acquire, and more difficult to 
analyze and evaluate correctly. Thus, the realization of higher returns due to superior knowledge seems 
to be still possible. This is in line with the results of empirical studies which show that returns in 
emerging markets are more likely to be influenced by local information than in mature markets.20  
A second issue that comes up, assuming that an investment in high growth country stocks can be an 
attractive opportunity as some of them might not be correctly priced, is the concern that foreign 
investors may not be able to fully participate in the growth potential since they are expropriated by 
local, dominant managers/shareholders. In many emerging markets, foreign investors not only lack 
protection from a local, dominant manager/shareholder, but they tend to lose out in conflicts with the 
local power structure. As a result, foreign investors cannot stop the company from reducing their fair 
share of the company's success by means of dividend policy, management compensation, transactions 
with companies owned by controlling shareholders, or other corporate decisions favoring the family 
and political interests of the dominant local shareholders. Corporate governance tends to be a major 
issue for portfolio investors in emerging markets.  
2.3.2 Hedging of Consumption Basket  
Since the (international) investor is at the same time a consumer of real goods and services, the return 
of his (financial) investment must be related to his consumption pattern. This is a source of 
considerable difficulty that bedevils formal models of international portfolio investment. The 
temptation is to simplify and to assume that goods are homogeneous (essentially one good). This 
implies that goods are perfect substitutes domestically as well as internationally. If one assumes, 
realistically, that goods are not perfect substitutes, then deviations are possible from:  
a) Purchasing Power Parity (PPP), and  
b) The Law of One Price (LOP).  
Future consumption can be curtailed by unexpected inflation, which can be caused by exchange rate 
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changes and/or shocks of domestic as well as international demand (monetary policies) and supply 
(crop failure). Consequently, the type of risk that consumer-investors may face is directly related to 
their consumption pattern and investment position. The nature of the risk is also affected by the 
structure of markets for financial assets and real goods and services, for example, whether or not PPP 
holds. Given that the typical investor can be assumed to consume at least some foreign goods, she may 
derive benefits from international portfolio investment in that she can hedge her internationalized 
consumption basket against foreign exchange risk through the investment in foreign assets.  
Consumer-investors who consume purely domestic goods and have no international portfolio 
investment are exposed to unexpected change in domestic inflation, but not to foreign inflation risk or 
foreign exchange rate risk. In case consumer-investors have made an international portfolio 
investment, but consume purely domestic goods, they face both domestic inflation and exchange risk, 
because the investors' wealth is now affected by unexpected changes in the exchange rate. However, 
this exchange risk is directly translated into inflation risk when PPP holds.  
If consumer-investors consume some imported goods (something that will be true for many investors 
today) but have no foreign securities in their portfolio, they face domestic inflation, foreign inflation, 
and exchange risk. However, if PPP holds exactly over the investment horizon, then the combination of 
foreign inflation and exchange rate changes will always be equal to the domestic inflation rate. Thus, 
consumer-investors only face the domestic inflation risk. In these examples, whenever PPP holds, 
exchange risk is not a barrier to international portfolio investment.  
Finally, in case consumer-investors have some foreign assets in their portfolios and also consume 
foreign goods, they face domestic inflation, foreign inflation, and exchange risk, because the 
consumption pattern includes some imported goods. The exchange risk, however, can be hedged 
through appropriate foreign investment. Therefore, exchange risk on the consumption side could serve 
as an incentive for international portfolio investment. Again, when PPP holds, the exchange risk is the 
same as the inflation risk and, thus, there is no incentive for international portfolio investment. 
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Nevertheless, if consumer investors consume some imported goods and have (proportionately 
matching) international portfolio investments, they are able to hedge the exchange risk. Therefore, 
regardless of whether PPP holds, they may be able to avoid exchange risk.  
The four cases of the above analysis regarding how and when international portfolio investment is 
useful for hedging purposes can be presented more formally. The following notation is used:  
R, R*    fixed nominal interest rate in the India and abroad (*), 
P,  ̃     inflation rates for the coming period in India and abroad (*)(expected inflation); ~denotes       
random variable. 
 ̃       exchange rate  ̃ > 0 represents appreciation of foreign currency. 
a       proportion of domestic goods consumed.  
b      proportion of domestic assets. 
Thus,  ̃( )    ̃  (   )( ̃   ̃) denotes the appropriate inflation rate for an individual i who 
consumes a% of domestic goods and (1-a)% of foreign goods; and  ̃( )     (   )(    ̃) is 
the return on portfolio of investor i where b represents the proportion of domestic assets in the 
portfolio. 
The real return on the investor i’s portfolio,  ̃(i), can be written as follows 
    ̃( )   ̃( )   ̃( ) 
        =[   (   )(    ̃)]  [  ̃  (   )( ̃   ̃)] 
1. No foreign goods are consumed and no foreign asset is held (a=b=1) 
The real rate of return is then  
 ̃( )     ̃                                                                                                         (3) 
 and the consumer and investor faces domestic inflation risk 
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2. No consumption of foreign goods but foreign assets are held (a=1,    ) 
The real rate of return is then  
 ̃( )   (    ̃)  (   )(    ̃   ̃)                                                           (4)       
However PPP holds  ̃   ̃   ̃ , the real rate could be written as follows: 
 ̃( )   (    ̃)  (   )(    ̃ )                                                                (5) 
This shows that exchange rate has no impact on real rate of return
#
. 
3. Foreign goods are consumed but no foreign asset is held (       ) 
The real rate of return on portfolio is then 
  ̃( )   (   ̃)  (   )(   ̃   ̃)                                                            (6) 
And the consumer faces all three types of risks. 
However when PPP holds  ̃   ̃   ̃ and there for the real return could be written as: 
  ̃( )     ̃                                                                                                         (7)  
 and the consumer thus faces only the domestic inflation risk. 
Source: C Jeevnandam Sultan Chand Publication, 4
th
 Edition, p 472. 
 
 
 
 
 
 
_______________ 
 
# To see this more clearly, note that  ̃ can be written as  ̃   ̃   ̃   ̃ in general (i.e. without PPP 
to hold) Thus,   ̃( )  (   )(    ̃    ̃). 
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4. Consumption of foreign goods with investment in foreign assets (     ) 
The real return is then  
 ̃( )   (   ̃)  (   )(    ̃ )                                                                 (8) 
Note that in case (4) it does not matter whether PPP holds or not. Exchange risk disappears unless a 
discrepancy exists between the composition of foreign goods in the consumption basket and the 
proportion of foreign securities in the portfolio. When PPP does not hold (see case (3)), hedging 
exchange risk is an incentive for international portfolio investment given that the consumption basket 
of the individual investor has become more internationalized as well, although over the long run 
deviations from PPP tend to even out.  
In a world where economies are internationally integrated, there are not many "domestic" goods. 
Domestic goods, in this context, refer to non-traded or non-tradable goods and services whose prices 
are not influenced in a systematic way by real changes in prices of foreign goods. Furthermore, in this 
illustration it is assumed that the proportion of expenditures on various goods would not be altered by 
relative price changes which, of course, removes a number of bothersome complications. Although 
these complications do not detract from the conclusions on essential benefits and risks of international 
portfolio investment, they do affect the precise composition of the hedge portfolios.  
Another conclusion regarding the effects of unexpected exchange rate changes on international 
portfolio investment emerges from this analysis: these changes represent both a risk as well as an 
incentive, depending on the situation of the consumer-investor. In this context, it is interesting to 
speculate as to possible reasons for the phenomenon that U.S. investors have historically shown little 
interest in foreign currency assets. Possibly the size of the U.S. economy and the availability of good 
domestic substitutes for almost all foreign goods have forced foreign exporters to price their goods on a 
U.S. basis. Thus, U.S. consumer-investors have been in a position to use very few "foreign" goods, as 
even the dollar prices of imported goods behaved like those of domestic goods. As the U.S. economy 
becomes less dominant relative to the rest of the world, changes may be in the offing.  
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In addition to hedging the individual consumption basket against exchange rate risk, international 
portfolio investment can be beneficial to the consumer-investor by reducing "domestic output risk." 
Through the purchase of securities which are ultimately claims on other countries' output, consumption 
can in principle be smoothed when output is not highly correlated across countries because of different 
shocks. Empirical evidence, however, suggests the presence of a "consumption home bias" as 
consumption growth rates show lower degrees of correlations than growth rates of output. (Lewis 
(1998))  
 
2.3.3 International Portfolio Diversification  
Benefits from International Portfolio Diversification  
It has been shown, that the crucial factor determining portfolio risk for a given level of return is the 
correlation between the returns of the securities that make up that portfolio. Ceteris paribus, low as 
opposed to high correlation between securities means lower portfolio risk (portfolio diversification). 
Risk-averse investors will always prefer less risk to more. Therefore, they will try to make use of the 
effect of diversification and select securities with low correlation. Since perfect negative correlation 
between different securities is rare, the lowest correlations possible will be chosen.  
This is the point where foreign securities come into play. Investors who compose their portfolio only of 
domestic securities restrict themselves to a smaller number of securities to choose from. Since they 
exclude the large set of foreign stocks, bonds and other securities, they limit the power of 
diversification a priori and forgo the possibility of further reducing portfolio risk by picking some 
foreign stocks that exhibit very low correlation with the domestic portfolio.  
Indeed, there is reason to expect the correlation of returns between foreign securities and domestic 
securities to be lower than that between only domestic securities. In the latter case, all returns will be 
partially affected by purely national events, such as real interest rates rising due to a particular 
government's anti-inflation policy. Within any single country, a strong tendency usually exists for 
2.31 | P a g e  
 
economic phenomena to move more or less in unison, giving rise to periods of relatively high or low 
economic activity. The reason for this is that the same political authority is responsible for the 
formulation of economic policies in a particular country. For example, the monetary, fiscal, trade, tax, 
and industrial policies are all the same for the entire country, but may vary considerably across 
countries. Thus, regional economic shocks induce large, country-specific variation of returns.  
A second explanation for international diversification consists of the industrial diversification 
argument which is based on the observation that the industrial composition of national markets varies 
across countries, e.g. the Swiss market has a higher proportion of banks than other markets (Roll 
(1992)).  As industries are less than perfectly correlated, investing in different markets enables the 
investor to take advantage of diversification effects simply because of the composition of his portfolio 
with respect to different industries. Thus, at least some international diversification might stem from 
industrial diversification, which could also explain differences in volatility across markets as some 
industry sectors tend to be more volatile ceteris paribus than others. As a matter of fact, the monetary 
policies of Western industrialized countries, if not always other economic policies, have become 
aligned to an unprecedented degree during the last two decades. For most European countries, this has 
even been tightly implemented with the introduction of the euro and the establishment of the European 
Central Bank. As a result, the power of diversification across national stock markets will be 
diminished, in contrast to diversification benefits stemming from spreading investment across asset 
classes (stocks, bonds, etc.) and industries (Fuerbringer, 2001), (Brooks/Catao 2000.) 
2.3.4 Market Segmentation  
Benefits from Market Segmentation  
The general benefits of portfolio diversification are by now well recognized, and carry over, in 
principle, to internationally diversified portfolios. However, troubling questions remain regarding the 
extent of potential benefits of such international diversification for investors. If the world consists of 
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national securities markets that are assumed to be completely integrated, and where securities can be 
found whose returns do not show a high, positive correlation with the home market portfolio, investors 
stand to reap benefits from international portfolio diversification. Increased expected return or 
decreased variance (risk) becomes possible. These advantages are referred to as "pure diversification" 
benefits, stemming from the reduction of risk unrelated to changes in the whole market, i.e. 
unsystematic risk, which must be distinguished from opportunities associated with segmented markets.  
In the context of international portfolio investment, segmentation of securities markets is not an 
unrealistic assumption. Market segmentation is caused by barriers that are difficult for investors to 
overcome, such as legal restrictions on international investment, taxes etc. Segmentation leads to 
different risk-return tradeoffs and/or different benchmarks (market portfolios) for measuring the 
riskiness of securities in different capital markets. This phenomenon is further fostered by the natural 
bias of investors' portfolios towards their home market due to differences in the consumption patterns 
that limit their demand for foreign securities.  
When markets are segmented, the dominant (or optimal) portfolio (that is, the portfolio with minimum 
variance for a given expected return) may not include all international securities and, therefore, 
international portfolio investment should be made only on a selective basis, Stulz (1981). At the same 
time, investors may receive benefits that have nothing to do with diversification of unsystematic risk.  
In order to clarify this important point one may recall that in perfect capital markets all securities are 
expected to fall on the Security Market Line (SML). In order to focus on any "special" benefits that 
may be received from international portfolio investment in segmented capital markets, it is useful to 
simply assume for a moment the existence of a foreign asset that provides no diversification benefit i.e. 
that has perfect positive correlation with the domestic market portfolio. One could then measure the 
degree of riskiness of this asset, using the domestic market portfolio and the position of this asset in 
relation to the relevant security market line, as depicted in Figure 2.2.  
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Figure 2.2 Foreign Assets and Segmented Capital Markets 
 
Source: Eun and Resnik (2002) Tata McGraw-Hill, International Financial Management 4
th
 Edition 
pp.345  
In case (a) the foreign asset lies above the line, which implies that the foreign asset has a rate of return 
higher than a similar domestic security and, therefore, that it would be optimal to hold a long position 
in this security. In case (b) the foreign asset lies below the line and only a short position in this security 
would provide the investor with extra benefits. In general, there are two reasons why a foreign security 
may be found above (below) the domestically observed SML: (l) the foreign asset is priced by the 
standards of investors who are more (less) averse to risk, (2) the rate of return of the foreign security 
moves more (less) closely with the foreign market portfolio rather than the domestic market portfolio.  
 
Assets 
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Since it is usually costly and risky to overcome barriers to international portfolio investment, it must be 
noted that the net realized return may not be sufficient to justify the holding (or borrowing) of foreign 
securities, even if the special benefits of segmented markets are further enhanced by diversification 
benefits that arise when these assets are less than perfectly correlated with the domestic portfolio, Stulz 
(1981).  
Assuming a degree of segmentation among national securities markets, insights can be gained into the 
investment flows involving marketable securities between countries. Because investors in different 
countries seek to construct optimal portfolios, and because that action may require purchases of 
securities in foreign countries, portfolio theory explains the simultaneous occurrence of investments 
into and out of a given country.  
Empirical Evidence of Market Segmentation  
Given the opportunities that could arise due to market segmentation, the question remains how one 
might identify segmented capital markets. From a purely conceptual point of view the conditions for 
having segmented markets can be put forth clearly: when capital markets are segmented, expected 
returns on risky securities are determined by the systematic risk of each security in the context of an 
appropriate national portfolio, while in an integrated world capital market expected returns on risky 
securities are determined by the systematic risk of each security in the context of a world market 
portfolio. However, due to serious measurement problems, researchers have found it depressingly 
difficult to devise tests that adequately identify segmented markets, Solnik (1977). 
Take, for example, the observation that returns from assets in two countries are strongly correlated. 
Does this imply that the capital markets involved are integrated? Or does it imply the existence of 
segmented markets, with the correlations merely reflecting external shocks or other economic factors 
that affect both economies? Thus, while zero correlation would clearly suggest the existence of 
segmented markets, strong correlations do not guarantee that an integrated market for securities exists 
(since they could be caused by international shocks or other common underlying factors having an 
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impact on basically segmented markets), nor do they warrant the conclusion that rising or falling 
correlations are indicative of a changing degree of integration, Kohlhagen (1983), Kenen (1976). 49 
Bodurtha (1989).   
One study that revisits the market segmentation issue deals with two groups of equities: (1) U.S. and 
foreign equities traded worldwide (international) and (2) U.S. equities not traded worldwide 
(domestic), Bourtha (1989). The study theorizes a common linear pricing relationship across both 
groups of equities, implying the existence of an integrated market. The data used for the study spans 
the period from 1970 to 1985 and includes American Depository Receipts for foreign company stocks 
trading on NYSE and AMEX as well as domestic stocks trading on foreign exchanges in the form of 
international depository receipts (IDRs). The results do not permit a rejection of the integrated market 
hypothesis.  
However, this finding could be due to a bias in the sample selected towards securities traded in non-
segmented markets. Nevertheless, the study finds that the premium associated with foreign market risk 
is quite large, offsetting the diversification benefits that should be gained from international 
diversification, in theory. Furthermore, the Sharpe measures (return/risk) of 19 U.S. international 
mutual funds are examined. It is found that the majority of these Sharpe measures exceed the U.S. 
benchmark of the S&P500 index. The measures do not, however, exceed the world market benchmark 
(the MSCI World Index).  
Another study rejects the hypothesis that international investors' portfolios are generated by a 
historically based mean-variance model and perfect market integration, Glassman/Riddick (1996), 
Glassman/Riddick (1994). The study bases its argument on the Roll critique. Traditional models 
(mean-variance asset pricing models) assume homogeneous investor expectations about future asset 
returns, making it possible to calculate aggregate asset demand. However, the study points out that 
international investors use different price indices and thus arrive at varying estimates of real returns. 
Therefore, it is not possible to keep the homogeneous expectations constraint on an international mean-
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variance asset pricing model.  
Some evidence presented in the above study suggests that short-term Eurocurrency markets are 
integrated and that the money markets of the industrialized countries are somewhat segmented. As for 
the longer-term markets, their growth in recent years might be taken as evidence of increasing 
integration, although little other support for this contention can be adduced. Pending more evidence, a 
pragmatic position would be to recognize that markets in reality lie somewhere between the two 
extremes of perfect segmentation and complete integration, with the degree of segmentation/integration 
changing slowly over time, Bekaert/Harvey/Lumsdaine (1998). 
Table 2.4 Optimal Portfolio Allocation of Investors 
 
In spite of the well-documented benefits of international portfolio investment, which would call for a 
considerable degree of international investment on the basis of diversification benefits alone (Table 
2.3.4.1), actual investment behavior is dramatically different, both with respect to institutions as well 
as individuals, Fuerbringer (2001). Empirical studies show that the actual portfolio composition of 
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investors is strongly shifted towards securities in their home market (home bias). To illustrate, 93.8% 
of the funds of U.S. investors are invested in U.S. equities, even though the U.S. stock market accounts 
for a much smaller fraction of world equity markets. This characteristic of investor behavior observed 
in many countries remains an empirical puzzle in financial economics, Glassman/Riddick (1996), 
Tesar/ Werner (1995), Cooper/ Kaplanis (1994), AND French/ Poterba (1991). Interestingly, recent 
empirical evidence documents that the preference for investing close to home even applies to portfolios 
of domestic stocks, i.e. in large countries investors preferably invest in stocks of companies that are 
locally headquartered, Coval/ Moskowitz (1999). Other factors must come into play.  
2.4 Unique Risks of and Institutional Constraints for Foreign Institutional   
Investors 
2.4.1   Unique Risks of International Portfolio Investment  
Unfortunately, there are not only benefits from IPI that simply wait to be taken advantage of, but there 
are also some unique risks and constraints that arise when extending the scope of securities held to an 
international scale. These are easily overlooked, but nevertheless have to be included in the analysis 
when comprehensively assessing the IPI phenomenon, since they might influence the investment 
decision or its implementation considerably.  
2.4.1.1   Currency Risk  
In what follows, the unique aspects of risk due to international diversification of investment portfolios 
will be analyzed in more detail. The major point is that improved portfolio performance as a result of 
international portfolio investment must be shown after allowing for these risk and cost components. 
For convenience as well as analytical clarity, the unique international risk can be divided into two 
components: exchange risk (broadly defined) and political (or country) risk. For example, if an investor 
considers U.S. dollar-denominated and euro-denominated Eurobonds listed on the Singapore 
Exchange, one class of risks is attached to the currency of denomination, dollar or euro, and another is 
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connected with the political jurisdiction within which the securities are issued or traded.  
As foreign assets are denominated, or at least expressed, in foreign currency terms, a portfolio of 
foreign securities is usually exposed to unexpected changes in the exchange rates of the respective 
currencies (exchange rate risk or currency risk). These changes can be a source of additional risk to the 
investor, but by the same token can reduce risk for the investor. The net effect depends, first of all, on 
how volatility is measured, in particular whether it is measured in "real" terms against some index of 
consumption goods, or in nominal terms, expressed in units of a base currency. In any case, the effect 
ultimately depends on the specifics of the portfolio composition, the volatility of the exchange rates, 
most importantly on the correlation of returns of the securities and exchange rates, and finally on the 
correlation between the currencies involved. If total risk of a foreign security is decomposed into the 
components currency risk and volatility in local-currency value, exchange risk contributes significantly 
to the total volatility of a security, Odier/Solnik (1993).  Nevertheless, total risk is less than the sum of 
market and currency risk.  
For equities, currency risk represents typically between 10 and 15 percent of total risk when measured 
in nominal terms, and the relative contribution is generally even higher for bonds. However, currency 
risk can be diversified away by investing in securities denominated in many different currencies, 
preferably with offsetting correlations. Indeed, currency risk itself can be decomposed into the 
volatility of the currency and the correlation or covariance of exchange rates with local-currency 
returns, Eun/Resnick (1988). Interestingly, exchange rates and stock markets have shown a tendency to 
move in the same direction for major currencies over shorter time periods, implying that currency 
reinforces the effect of stock-market movements measured in foreign currency. Nevertheless, results of 
empirical studies show that foreign exchange risk is more than compensated for by diversification 
benefits, i.e. overall portfolio risk can be reduced, Odier/Solnik (1993).  
In addition to diversification, exchange risk can of course be reduced by means of "hedging," i.e. 
establishing short or long positions via the use of currency futures and forwards, which represent 
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essentially long or short positions of fixed income instruments, typically with maturities of less than 
one year. It is not surprising therefore such strategies continue to be heatedly debated by academics 
and practitioners alike, Glen/Jorion (1993). In particular, there is no clear guidance with regard to the 
optimal hedge ratio in an IPI framework. Contrary to some authors who point out the performance 
improvement due to "complete" hedges, other researchers find indications that currency hedges are apt 
to reduce total portfolio risk in the short run, but actually increase the return variance in the long run if 
the portfolio is fully hedged, Froot (1993), Black (1989).   
Basically, the issue boils down to the nature of the correlation between returns of securities and 
currencies in the short and the long run. With respect to large industrialized countries with reputations 
for monetary discipline, currency values and returns on securities, especially equities, tend to exhibit 
positive correlation. In contrast, in countries where monetary policy seems to have an inflationary bias, 
returns on equities and external currency values tend to be negatively correlated. To make things even 
more complex, countries do not stay immutably in one category or the other over longer periods of 
time. It is not surprising, therefore, that prescriptions as to the proper "hedge ratio" as well as the 
empirical findings are found in all ranges.  
Apart from the extreme position of complete hedging, Pérold/Schulman (1988) or no hedging, 
Kritzman (1993), Puntam (1990), Rosenberg (1990) there are many different opinions as to the best 
way of calculating the hedge ratio. The proposition of a universal hedge ratio Black (1990), Black 
(1989) Ga stineau (1995), Adler/Jorion (1992), Adler/Prasad (1992) that would be the same for all 
investors in the world appears appealing at first sight, but relies on too restrictive assumptions to be of 
practical use, Jorion (1994), Solnik (1993), Adler/Prasad (1992), Adler/Solnik (1990). More applicable 
in this sense are approaches that derive there exist no barriers to international investment, all investors 
have the same view on stocks and currencies as well as identical risk aversion, and that they all want to 
hold the same internationally diversified portfolio. Moreover, while a historical estimate of 0.7 for the 
aggregate universal hedge ratio is provided, the individual hedge ratios are very complex and cannot 
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easily be derived from market data. the optimal hedge ratio by minimizing the portfolio variance 
(minimum- variance hedge) Etzioni(1992), Filatov/Rappaport (1992), Celebuski/Hill/Kilgannon(1990), 
Beninga/Eldor/Zilcha (1984), Hill/Schneeweis (1982)  or maximize the portfolio's risk adjusted return 
(mean-variance hedge), Gardner/Stone (1995), Glen/Jorion (1993), Kritzman (1993), Jorion (1989).  
As a matter of fact, the state of knowledge reflects the diversity of practice in the community of 
professional investors.  
2.4.1.2   Country Risk  
The fact that a security is issued or traded in a different and sovereign political jurisdiction than that of 
the consumer-investor gives rise to what is referred to as country risk or political risk. Country risk in 
general can be categorized into transfer risks (restrictions on capital flows), operational risks 
(constraints on management and corporate activity) and ownership-control risks (government policies 
with regard to ownership/managerial control), Erb/Havey/Viskanta (1998), Cosset/Suret (1995), p. 
302. Diamonte/Liew/Stevens (1996) and Erb/Harvey/Viskanta (1996b). It embraces the possibility of 
exchange controls, expropriation of assets, changes in tax policy (like withholding taxes being imposed 
after the investment is undertaken) or other changes in the business environment of the country. In 
effect, country risk are local government policies that lower the actual (after tax) return on the foreign 
investment or make the repatriation of dividends, interest, and principal more difficult. Malaysia's 
actions in 1997/98 represent a textbook example why country risk is still a concern to foreign portfolio 
investors.  
Political risk also includes default risk due to government actions and the general uncertainty regarding 
political and economic developments in the foreign country. In order to deal with these issues, the 
investor needs to assess the country's prospects for economic growth, its political developments, and its 
balance of payments trends. Interestingly, political risk is not unique to developing countries, 
Cosset/Suret (1995). 
In addition to assessing the degree of government intervention in business, the ability of the labor force 
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and the extent of a country's natural resources, the investor needs to appraise the structure, size, and 
liquidity of its securities markets. Information and data from published financial accounting statements 
of foreign firms may be limited; moreover, the information available may be difficult to interpret due 
to incomplete or different reporting practices, Bhushan/Lessard (1992), Kester (1986), Rutherford 
(1985), Choi/Hino/Min/Nam/Ujiie/Stonehill (1983). This information barrier is another aspect of 
country risk. Indeed, it is part of the larger issue of corporate governance and the treatment of foreign 
(minority) investors, mentioned earlier. At this point it is worth noting that in many countries foreign 
investors are under a cloud of suspicion which often stems from a history of colonial domination.  
Perception of country risk is, therefore, a reason for the unwillingness of many international investors 
to hold a portion of their securities in some of the less developed countries and those that face political 
turmoil, despite evidence that investments in these countries could contribute to improving the risk 
return combination of a portfolio. By the same token, this fact is consistent with the observation of 
disproportionately large (relative to the share of GNP) holdings of U.S. securities in the portfolios of 
many non-U.S. mutual funds. Empirical evidence supports the idea that stock markets are perceived 
differently in terms of political risk, Cosset/Suret (1995).  However, the data also show that 
diversification among politically risky countries improves the risk-return characteristics of portfolios. 
Even greater benefits result from combining securities from countries with high and low political risk 
due to generally low correlation between these groups.  
2.4.2   Institutional Constraints for International Portfolio Investment  
Institutional constraints are typically government-imposed, and include taxes, foreign exchange 
controls, and capital market controls, as well as factors such as weak or nonexistent laws protecting the 
rights of minority stockholders, the lack of regulation to prevent insider trading, or simply inadequate 
rules on timely and proper disclosure of material facts and information to security holders. Their effect 
on international portfolio investment appears to be sufficiently important that the theoretical benefits 
may prove difficult to obtain in practice. This is, of course, the very reason why segmented markets 
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present opportunities for those able to overcome the barriers.  
However, when delineating institutional constraints on international portfolio investment, it must be 
recognized that these barriers are somewhat ambiguous. Depending on one's viewpoint, institutional 
constraints can turn out to be incentives: what is a constraint in one market (high transaction costs, for 
example), turns into an incentive for another market. Or, while strict regulation of security issues may 
be designed for the protection of investors, if administered by an inept bureaucracy it can prove to be a 
constraint for both issuers and investors.  
2.4.2.1   Taxation  
When it comes to international portfolio investment, taxes are both an obstacle as well as an incentive 
to cross-border activities. Not surprisingly, the issues are complex -- in large part because rules 
regarding taxation are made by individual governments, and there are many of these, all having very 
complex motivations that reach far beyond simply revenue generation. In the present context, it is not 
details but a framework or "pattern" of tax considerations affecting IPI that is of foremost interest.  
It is obvious then, since tax laws are national, that it is individual countries that determine the tax rates 
paid on various returns from portfolio investment, such as dividends, interest and capital gains. All 
these rules differ considerably from country to country. Countries also differ in terms of institutional 
arrangements for investing in securities, but in all countries there are institutional investors which may 
be tax exempt (e.g. pension funds) or have the opportunity for extensive tax deferral (insurance 
companies). However, countries do not tax returns from all securities in the same way. Income from 
some securities tends to be exempt in part or totally from income taxes. Interest paid on securities 
issued by state and municipal entities in the United States, for example, is exempt from Federal income 
taxes. A number of countries, e.g. Japan, provide exemptions on interest income up to a specified 
amount, but only on interest received from certain domestic securities. Almost all countries tax their 
resident taxpayers on returns from portfolio investment, whether the underlying securities have been 
issued and are held abroad or at home. This is known as the worldwide income concept.  
2.43 | P a g e  
 
There is a significant number of countries, however, who tax returns from foreign securities held 
abroad only when repatriated. The United Kingdom and a number of former dependencies, for example 
Singapore, belong to this category. Obviously, such rules promote a pattern of IPI where financial 
wealth is kept "offshore," preferably in jurisdictions that treat foreign investors kindly. Such 
jurisdictions are frequently referred to as "tax havens."  
Since such tax havens benefit from the financial industry that caters to investors from abroad, they 
often make themselves more attractive by adopting law confidentiality provisions, generally referred to 
as "secrecy laws," protecting the identity of (foreign) investors from the prying eyes of foreign 
governments, creditors, relatives and others. It is not surprising, therefore, that tax havens are also used 
by investors from countries that do not exempt returns from foreign portfolio investment. Such 
investors simply forget to declare such returns.  
Issues are becoming more complex when investors use tax havens not only to shield wealth from the 
tax and foreign exchange control laws of their home countries. People can also hide financial assets 
that stem from activities such as theft, robbery, extortion, kidnapping and increasingly proceeds from 
dealings in prohibited drugs or revenues from large-scale political corruption. In this respect, the term 
"money laundering" is being used, often involving financial transfers via tax havens, which usually 
takes the form of transactions that are virtually akin to international portfolio investment.  
Developed countries with high tax rates, operating through common organizations, such as the OECD 
and FATF, have begun aggressive initiatives to minimize the use of tax haven jurisdictions, but the 
process is not without controversy. While there is little opposition to curtailing financial transactions 
resulting from criminal activities, a number of (quite reputable) tax haven countries have serious 
reservations about assisting other countries in enforcing their foreign exchange control laws or 
confiscatory tax regimes.  
The beginning of the new millennium has witnessed major changes being initiated worldwide in this 
regard. First among these, the member countries of the European Union have agreed to introduce a 
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system of reporting foreign investment returns to home countries to be implemented later this decade. 
Secondly, the United States has unilaterally implemented a system of "qualifying foreign financial 
intermediaries," which effectively makes foreign banks responsible to collect taxes on securities 
holdings of people who are potentially U.S. taxpayers, assuming they want to continue to do business 
in U.S. financial markets. Finally, under the auspices of the OECD, a general attack on "unfair 
competition and practices" by tax havens has been initiated, identifying and ultimately sanctioning 
jurisdictions that do not cooperate with the information request from OECD member countries.  
Apart from differences in national tax regimes, barriers to IPI are primarily created by "withholding 
taxes" that most countries in the world (except tax havens) level on investors residing in other 
countries, on dividends, interest and royalties paid by their resident borrowers. These withholding taxes 
are imposed in lieu of income taxes since the country of the payer has no direct way to assess foreign 
residents on such income. Theoretically such withholding taxes should be creditable against taxes paid 
by the investor in his own country -- provided they are subject to tax there and provided further that 
they decide to declare such income at home. Given the fact that such tax credits are limited and always 
fraught with delays and administrative costs, the specter of double taxation is ever present. It is at this 
point where so called "double taxation agreements" or "tax treaties" among countries play a crucial role 
for IPI as they reduce or even eliminate withholding tax rates on a bilateral basis. However, such tax 
treaties increasingly contain reporting provisions and clauses instituting "administrative cooperation" 
procedures among the tax authorities involved, which make such treaties as much an obstacle as an 
incentive to IPI.  
The point of all this is that the legal and illegal use of tax haven jurisdictions has led to significant 
flows of IPI, creating an incentive for such activities by both private and institutional investors, 
offsetting barriers that otherwise exist. As often, the net effect is difficult to verify empirically; still 
when everything is said and done, taxes and the uncertainties as well as the associated transactions 
costs represent one obstacle to IPI.  
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2.4.2.2   Foreign Exchange Controls  
While the effect of taxation as an obstacle to international portfolio investment is only incidental to its 
primary purpose, which is to raise revenue, exchange controls are specifically intended to restrain 
capital flows. Balance of payment reasons or the effort to reserve financial capital for domestic uses 
lead to these controls. They are accomplished by prohibiting the conversion of domestic funds for 
foreign moneys for the purpose of acquiring securities abroad.  
Purchases of securities are usually the first category of international financial transactions to be 
subjected to, and the last to be freed from, foreign exchange controls. While countries are quite ready 
to restrict undesired capital inflows and outflows, they prove reluctant to remove controls when the 
underlying problem has ceased to exist, or even when economic trends have reversed themselves. The 
classic example is provided by Japan where, during the early seventies, exchange controls prevented 
Japanese investors from purchasing foreign securities. At the same time, new measures were taken to 
prevent a further increase in Japanese liabilities through foreign purchases of Japanese securities. At 
times, countries have resorted to more drastic measures by requiring residents to sell off all or part of 
their foreign holdings and exchange the foreign currency proceeds for domestic funds.  
The effects of capital flow constraints on asset pricing and portfolio selection have been analyzed in a 
study on the Swedish capital market (where both capital inflow and outflow constraints were in 
existence during the period studied), Bergstrom/Rydqvist/Sellin (1993).  Inflow constraints limit the 
fraction of a domestic firm's equity that may be held by foreign investors. With a binding inflow 
constraint, one would expect two different prices for domestic assets. Because of the diversification 
benefit offered by holding foreign securities, there should be a premium on those shares available to 
foreign investors. In the Swedish market, firms are constrained to foreign ownership of 20% of a 
company's voting rights and 40% of a company's equity, giving rise to two classes of stocks -- a 
"domestic" class and a "foreign" class. On the other hand, outflow constraints ("switch currency 
constraints") limit the amount of capital a domestic investor may spend on foreign assets. Under these 
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conditions, one would expect that, since domestic investors must pay a premium for foreign assets, 
they will try and substitute those assets with cheap domestic near-substitutes. Thus, foreign asset 
premiums imply a home bias in portfolio selection.  
The study shows, that of 111 firms on the Stockholm Exchange with a "domestic" and a "foreign" 
share class, none exhibits differential prices for its "domestic" versus its "foreign" shares. Although the 
study is able to provide conclusive information on the home bias created by capital flow constraints, it 
is unable to show any clear effects on asset pricing due to such constraints. This may be due to the fact 
that inflow and outflow constraints have opposing effects on domestic share prices. While inflow 
constraints create a premium on "foreign" share prices, outflow constraints and the home bias will 
create a premium on "domestic" share prices. Thus, it remains unclear which of the price effects 
dominates.  
2.4.2.3   Capital Market Regulations  
Regulations of primary and secondary security markets typically aim at protecting the buyer of 
financial securities and try to ensure that transactions are carried out on a fair and competitive basis. 
These functions are usually accomplished through an examining and regulating body, such as the 
Securities and Exchange Commission (SEC) in the United States, long regarded as exemplary in 
guarding investor interests, or the "Commitee des Bourses et Valeurs" in France. Supervision and 
control of practices and information disclosure by a relatively impartial body is important for 
maintaining investors' confidence in a market; it is crucial for foreign investors who will have even less 
direct knowledge of potential abuses, and whose ability to judge the conditions affecting returns on 
securities may be very limited.  
Most commonly, capital market controls manifest themselves in form of restrictions on the issuance of 
securities in national capital markets by foreign entities, thereby making foreign securities unavailable 
to domestic investors. Moreover, some countries put limits on the amount of investment local investors 
can do abroad or constrain the extent of foreign ownership in national companies. While few 
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industrialized countries nowadays prohibit the acquisition of foreign securities by private investors, 
institutional investors face a quite different situation. Indeed, there is almost no country where financial 
institutions, insurance companies, pension funds, and similar fiduciaries are not subject to rules and 
regulations that make it difficult for them to invest in foreign securities.  
In the United States, for example, different state regulations severely constrain the proportion of 
insurance company portfolios invested in foreign securities. In some states, institutions, such as 
pension funds for public employees including teachers, cannot invest in foreign securities at all. 
Similarly, state banking regulations specify severe limits for commercial banks, and trustees of even 
private pension funds have been plagued by the uncertainties of legal interpretation of the "prudent 
man's rule," effectively limiting the acquisition of foreign securities. In most other countries, there are 
similar or even more binding restrictions, OECD (1993), OECD (1980).  
2.4.2.4   Transaction Costs  
Transaction costs associated with the purchase of securities in foreign markets tend to be substantially 
higher compared to buying securities in the domestic market. Clearly, this fact serves as an obstacle to 
IPI. Trading in foreign markets causes extra costs for financial intermediaries, because access to the 
market can be expensive. The same is true for information about prices, market movements, companies 
and industries, technical equipment and everything else that is necessary to actively participate in 
trading. Moreover, there are administrative overheads, costs for the data transfer between the domestic 
bank and its foreign counterpart (be it a bank representative or a local partner institution. Therefore, 
financial institutions try to pass these costs on to their customers, i.e. the investor. Simply time 
differences can be a costly headache, due to the fact that someone has to do transactions at times 
outside normal business hours.  
However, transactions costs faced by international investors can be mitigated by the characteristic of 
"liquidity," providing depth, breadth, and resilience of certain capital markets, thus reducing this 
constraint and -- as a consequence -- inducing international portfolio investment to these countries. 
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Issuers from the investors' countries will then have a powerful incentive to list their securities on the 
exchange(s) of such markets.  
The development of efficient institutions, the range of expertise and experience available, the volume 
of transactions and breadth of securities traded, and the readiness with which the market can absorb 
large, sudden sales or purchases of securities at relatively stable prices all vary substantially from 
country to country. The U.S. and British markets have a reputation for being superior in these respects, 
and have attracted a large amount of international portfolio investment as a result. These markets can 
offer and absorb a wide variety of securities, both with regard to type (bonds, convertibles, preferred 
shares, ordinary shares, money market instruments, etc.) and with regard to issuer (public authorities, 
banks, nonbank financial institutions, private companies, foreign and international institutions, etc.).  
They offer depth, being able to supply and absorb substantial quantities of different securities at close 
to the current price, whereas in Continental Europe and Asia one often hears complaints about the 
"thinness" of the securities markets leading to random volatility of prices. Therefore, all other factors 
being equal, investors are attracted to markets where transactions are conducted efficiently and at a low 
cost to borrower and lender, buyer and seller. Historically, New York has provided foreign investors 
with one of the most efficient securities markets in the world. A comparison of cost estimates for 
trading in the shares of the national stock-market index shows that trading in U.S. stocks is in most 
cases still less expensive than trading in non-U.S. securities (Table 2.4). 
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Table 2.5. TRADING COST COMPARISION FOR EQUITY TRADES 
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2.4.2.5   Familiarity with Foreign Markets  
Finally, investing abroad requires some knowledge about and familiarity with foreign markets. Cultural 
differences come in many manifestations and flavors such as the way business is conducted, trading 
procedures, time zones, reporting customs, etc. In order to get a full understanding of the performance 
of a foreign company and its economic context, a much higher effort has to be made on the investor’s 
side. He might face high cost of information, and the available information might not be of the same 
type as at home due to deviations in accounting standards and methods (e.g. with regard to 
depreciation, provisions, pensions), which make their interpretation more difficult.  
However, multinational corporations increasingly publish their financial information in English in 
addition to their local language and adjust the style, presentation and frequency of their disclosure, e.g., 
of earnings estimates, to U.S. standards. Moreover, major financial intermediaries provide information 
about foreign markets and companies to investors as international investment gains importance; the 
same is true for data services that extend their coverage to foreign corporations, Solnik (2000). 
Sometimes, existing or perceived cultural differences represent more of a psychological barrier than a 
barrier of a real nature. As the benefits from international investment/diversification are known, it 
might be worthwhile to invest a reasonable amount of time studying foreign markets in order to 
overcome barriers and take advantage of the gains possible. Indeed, the perception of foreign market 
risk might be higher than it actually is. To illustrate, just looking at volatility foreign markets might 
appear very risky at first sight. Nevertheless, this might not be true when assessing them in a portfolio 
context as foreign stocks might eliminate some more diversifiable risk and only add little to total 
portfolio (market) risk.  
2.5   Channels for International Portfolio Investment  
Investors who wish to benefit from the ownership of foreign securities can implement their portfolio 
strategy in a number of ways, each of which has its peculiar advantages and drawbacks. The most 
direct way for an investor to acquire foreign securities is to place an order with a securities firm in his 
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home country which would then acquire the securities in the market of the foreign issuer, usually with 
the aid of a securities broker operating in the foreign country. Furthermore, the investor can establish 
an investment account with a financial institution in a country other than his residence, and purchase 
securities either in that country or in the countries of issue.  
Because of cost, complex delivery procedures, and the difficulty of securing adequate information 
about individual securities, the investor might be inclined to buy foreign securities issued or traded in 
the market of the country in which he resides instead. In this case, he only needs to pay the transaction 
costs of local brokerage and has the advantage of the protection of local laws and regulations. A 
preferable alternative to all but large investors consists of indirect investment via mutual funds 
specializing in foreign securities.  
2.5.1   Direct Foreign Portfolio Investment  
2.5.1.1   Purchase of Foreign Securities in Foreign Markets  
The most direct way to implement international portfolio investment is the purchase of foreign 
securities directly in the respective local (foreign) market of the issuer. While restrictions on outward 
IPI have been eliminated by many countries, theoretically foreign investors could place orders through 
banks or securities brokers -- either in the domestic or foreign country -- when they wish to purchase 
foreign securities. This is true for both outstanding securities and new issues. When the securities have 
to be purchased in a secondary market, it is usually in the domestic market of the issuing entity, i.e. the 
borrower.  
At this point a number of problems arise. On a technical level, there are difficulties with the delivery of 
the certificates. Also, there is the expense of making timely payment in foreign funds. Finally, 
investors may find it difficult to secure good information on the situation of the issuer, conversion and 
purchase offers, and rights issues, and to collect interest and dividends. Many of these technical 
problems stem from a lack of international integration of securities markets. Because of a combination 
of extensive regulation to protect the investing public from fraud, conflict of interest, or gross 
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incompetence, or the resistance of entrenched local institutions to competition, especially from abroad, 
organized securities markets have been less open to securities firms operating on a multinational basis 
than, say, markets for commercial banking services.  
Since the end of the 1990s, there have been many initiatives to reorganize exchanges across borders 
through mergers and strategic alliances, but progress has been slow because of entrenched interests and 
nationalistic feelings. The same is true for clearing systems although the publicity in this area is 
considerably less noisy. All this adds to the cost of international investment.  
From a practical perspective, the purchase of foreign securities can be accomplished by opening an 
investment account with a brokerage firm abroad. The broker will buy the foreign securities on behalf 
of the investor and in turn charge commissions for the handling of orders and the management of the 
account. Such "nonresident accounts" are similar to offshore funds in that they are maintained in a 
foreign country, outside the control of the country of residence of the investor. These individual 
investment accounts have been used for decades, particularly by citizens of Western Europe and many 
less developed countries, who have learned through bitter experience that property rights are precarious 
and always subject to shifting political fortunes. Furthermore, a situation allowing free, unhindered 
international transactions in securities is a temporary occurrence at best.  
Nonresident accounts have enjoyed long success, especially among the wealthy and upper middle 
classes. When countries begin to restrict international transactions in general and international portfolio 
transactions in particular, they usually restrain the activities of their own residents rather than those of 
foreigners, especially when the foreigners' transactions are not with the local citizens but with other 
nonresidents.  
National authorities are primarily interested in determining their internal economic affairs, even against 
market forces. However, transactions of foreign investors with other nonresidents do not adversely 
affect the internal economic conditions of the country concerned. On the contrary, the local financial 
community gains income, employment, and prestige, and may afford the country a potential source of 
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capital inflows. To interfere with the actions of nonresident investors would offer no more than a one-
time advantage at best, and would exact an ongoing cost in foregoing opportunities for what tends to be 
a lucrative business.  
Switzerland continues to be a preferred locale for nonresident investment accounts. Other financial 
centers where nonresident investors hold accounts are London (preferred by residents of former 
Commonwealth countries), Luxembourg, New York (preferred by Latin American investors), 
Singapore, and Hong Kong, Bartram/ Duffy (1997).  
Trading and owning of foreign securities presents, however, several difficulties and problems to 
investors. Among these are myriad settlement procedures, a high rate of trade failures, unreliable 
interest and dividend payments, restrictions on foreign investment, foreign withholding taxes, capital 
controls, differences in accounting rules and reporting requirements and poor information flow, 
Callaghan/ Kleinman/ Sahu (1996). In order to avoid or overcome these complications, investors might 
consider the purchase of foreign securities in the domestic market.  
2.5.1.2   Purchase of Foreign Securities in the Domestic Market  
In some countries, the possibility exists to purchase foreign securities in the domestic market of the 
investor. This represents in many respects a convenient alternative to purchasing foreign securities 
abroad. Foreign securities are available to the investor domestically as well, if the issuing corporation 
sells its securities not only in the market of the country where it is incorporated, but also in other 
markets. Such transactions are often accompanied by a listing of the securities usually on one of the 
exchanges of the country where the securities are placed. Normally, a minimum number of securities 
must be distributed among local investors as a requirement for listing, or alternatively the listing is a 
prerequisite for the successful placement of a substantial issue. Since the latter part of the 1980s, world 
financial markets have witnessed a considerable volume of so-called "Global"-equity issues, often in 
connection with the privatization of state-owned enterprises. Local listing fees as well as different 
disclosure requirements can make multiple listings quite expensive for corporations. Nevertheless, the 
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access to local investors may make this effort worthwhile.  
All national and international securities markets must deal with the need to organize the physical 
handling and delivery of traded securities efficiently. In national markets, the trend seems to be moving 
toward central depositories of one form or another; in some markets, the physical handling and 
shipping of securities has been virtually eliminated. Instead, a computerized accounting system keeps 
track of transfers, while the securities themselves are safely tucked away at the central depository, 
usually run by the securities brokers’ association.  
While the basic idea is simple and appealing, it is difficult to implement in some markets, since thorny 
issues regarding the nature of collateral and the fragmented structure of the securities industry arise. 
Interestingly, some Continental European countries, whose securities markets do not fare well in 
comparison with those of the United States, the United Kingdom, or even Canada by most criteria, 
have transfer systems based on central depositories which seem to be far ahead of those found in these 
otherwise superior markets.  
The problems surrounding the physical transfer of securities multiply when extended to international 
transactions. Complications range from such mundane matters as the length of mailing time and the 
unreliability of mail in international transit, to arcane points of contradictory or nonexistent provisions 
in the securities and commercial laws of the different jurisdictions.  
In response to these problems, a system of depository receipts (DRs) has been created in most markets 
where transactions in foreign securities play a significant role. A DR represents a "receipt" issued by a 
domestic institution for a foreign security which is held in trust in its name abroad. The basic function 
of the depository company, typically a bank or trust company, is to safeguard the original securities 
and issue negotiable instruments better suited to the general needs and the specific legal requirements 
of the investor.  
In a market where, by law or by practice, registration of securities is required, the depository company 
(usually a bank or similar financial institution) will appoint either its own subsidiary or an external 
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correspondent to act as the registered nominee, and will issue DRs in bearer form. Of course, this 
transformation can work the other way as well, with the foreign trustee holding the original bearers' 
securities and the depository company recording the names of the holders of the DRs, making them, in 
effect, registered securities.  
Thus, the basic service that the depository company performs is to "transform" the securities of the 
original market into negotiable instruments appropriate to the legal environment of the investor's 
market. In addition, it performs a number of related services. Usually, the depository company will 
take care of dividend collections and the resulting foreign exchange problems. Further, it will handle 
rights issues for the investor and make sure that he receives the proceeds. Frequently, the depository 
company will assist the investor in claiming the withholding tax credits or exemptions. Lastly, the 
depository company will see to it that the investor receives materials mailed by the corporation that 
issued the original securities, including proxies, annual reports, and other news, such as the exercise of 
call provisions, stock splits, and tender offers.  
Apart from the bank which issues the DRs, and its related depository institution abroad, large 
internationally active broker-dealers play an important role in this process: (1) they perform arbitrage 
by purchasing (selling) the underlying securities abroad, depositing them in (withdrawing them from) 
the issuing bank's foreign depository in return for the issuance (cancellation) of DRs, whenever there is 
a sufficient difference between the price of the DRs vis-à-vis that of the underlying shares; and (2) the 
broker-dealers also make a market in the DRs which -- together with their arbitrage activity -- assures a 
degree of liquidity.  
Depository receipt programs exist in several countries, such as the United States, the Netherlands and 
the United Kingdom. American depository receipts (ADRs) have to be "sponsored" in order to qualify 
for listing on the New York or the American Stock Exchange. Sponsored -- as opposed to unsponsored 
-- ADRs are supported by the foreign company whose shares back these ADRs in that the company 
takes an active role in the creation and maintenance of their ADR program. To illustrate, it pays for the 
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bank's services when a foreign bank requests a depository bank to create ADRs.  
Sponsored ADRs are registered with the SEC, and issuers must comply with disclosure requirements 
similar to U.S. companies which can be quite a costly burden if accounting practices are very different 
at home, as used to be the case for German or Swiss corporations, for example. This is opposed to 
unsponsored ADRs, which are issued independently, but generally with the agreement of the foreign 
company. As they are not registered with the SEC, unsponsored ADRs can only be traded over-the 
counter, disclosure of company information is reduced, financial statements might not always be 
translated into English and accounting data will not conform to U.S. GAAP. Moreover, fees are often 
not covered by the firm, but passed on to the investor.  
DRs are denominated in the local currency of the respective country, thus ADRs show U.S. dollar 
prices. However, as ADR prices are derived by multiplying the domestic stock price by the exchange 
rate and adjusting for the appropriate ADR multiple, their value is nevertheless subject to exchange 
risk as with any ordinary stock directly traded in a foreign market. Since ADRs help to eliminate or 
mitigate problems of international investing such as differences in time zone and language, local 
market customs, currency exchange, regulation and taxes, they make investing abroad easier and less 
costly for investors. A potential disadvantage might just consist in lower liquidity of these instruments 
compared to the actual shares. On ADRs see Kim/Suh (2000), Foerster/Karolyi (1999), 
Foerster/Karolyi (1998), Karolyi (1998a), Karolyi (1998b). See Bekaert/Urias (1999) with regard to 
ADRs of emerging market companies and the resulting diversification benefits.  By mid 2000, over 
1,900 ADR programs from 78 countries existed, and some 370 foreign companies were listed on each 
NYSE and NASDAQ by end-1999, Karmin (2000), Solnik (2000), p. 220. In 1998, DaimlerChrysler 
was the first company to overcome regulatory constraints to use a global registered share (GRS) 
facility, where the same share is traded on several exchanges (e.g. on NYSE and the Frankfurt Stock 
Exchange), thus eliminating the more cumbersome conversion process of ADRs, Karolyi (1999). 
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2.5.2   Indirect Foreign Portfolio Investment  
2.5.2.1   Equity-linked Eurobonds  
As it appears difficult and/or costly to invest internationally by purchasing foreign securities directly 
because of burdensome procedures, lack of information, differences in accounting standards, low 
liquidity and limited choice of domestically available foreign shares, indirect foreign portfolio 
investment represents a viable alternative strategy. One way proposed for this approach is through the 
acquisition of securities whose value is closely linked to foreign shares such as equity-linked euro-
bonds. These are basically euro-bonds with warrants and convertible euro-bonds. They represent 
hybrid financial instruments that consist of a straight debt component and a call option on the foreign 
stock. In the case of warrants, these options can and often are separated from the debt instrument and 
traded individually. With convertible euro-bonds, the two components of the instrument are 
unchangeably tied to each other.  
Due to the equity component of euro-bonds with warrants and convertible euro-bonds, the value of 
these instruments is not only dependent on the movement of interest rates (as straight debt), but also 
changes with the developments of the underlying equity. Also, for some equity markets that are largely 
closed to outside investors, warrants or embedded equity options can offer a way to circumvent 
existing restrictions and open access to these markets through the back door, or avoid settlement 
problems in underdeveloped markets. Warrants, once separated from the bond, tend to return to their 
home market and serve as equity options -- especially if these instruments are restricted or prohibited. 
From this perspective, equity-linked euro-bonds can be useful instruments in the context of 
international portfolio investment. Moreover, they represent a means to some institutional investors 
whose equity investments are restricted to still participate in equity markets.  
2.5.2.2   Purchase of Shares of Multinational Companies  
Without barriers to international trade in securities, investors would have easy access to shares of 
foreign firms. Thus, they could accomplish "homemade" international portfolio diversification 
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themselves, and the acquisition of foreign securities (or companies) by domestic firms would not 
provide benefits that investors could not obtain for themselves. Foreign assets and securities would be 
priced on the same grounds as domestic assets.  
However, because barriers to foreign investment exist, segmented capital markets could be a source of 
important advantages to multinational companies (MNCs). In particular, unlike expansion through 
domestic acquisitions, in many cases foreign acquisitions can add to the value of an MNC. This is 
because a foreign asset may be acquired at the market value priced in the segmented foreign market. 
The same asset, when made available to domestic investors, could be valued higher because (a) foreign 
investors are, on average, more risk averse than domestic investors; and/or (b) the foreign asset is 
perceived to be less risky (i.e., it has a smaller beta) when evaluated in the context of the domestic 
(home) capital market.  
Thus, some of the foreign assets that are priced fairly (have a net present value equal to zero) in the 
context of the foreign capital market may command a positive net present value in the context of the 
domestic capital market and, as a result, may add to the wealth of the shareholders of the acquiring 
firm. It must be noted that this source of advantage has nothing to do with diversification effects per se; 
it simply involves benefits from arbitrage in markets for risk, i.e. market segmentation. As a rule, 
companies engaged in international business and foreign operations (MNCs) have better access to 
foreign firms and securities than domestic investors. This suggests that such companies provide their 
(domestic) shareholders with the benefits of (indirect) international portfolio diversification, 
Errunza/Senbet (1984), Mellors (1973).   
This view can easily lead to simplistic conclusions. However, if domestic investors already hold well-
diversified portfolios (the domestic market portfolio), then an MNC provides diversification benefits if 
and only if new foreign investments expand the accessible investment opportunity set of domestic 
investors. This diversification benefit can be represented as an increase in the slope of the CMLD 
(Figure 2.2). For example, the risk-return trade-off for domestic investors is represented by the line 
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CMLD, connecting MD to RF, which is the capital market line when foreign assets and securities are 
not available.  
  
Source: International Financial Management by Eun and Resnik 2ed edition (2001), p 236.   
Figure 2.3   International Diversification and Benefits to MNCs 
However, by adding new assets whose returns are less than perfectly correlated with the rate of return 
of the market portfolio, the slope of CMLD could be increased. To the extent that these new assets are 
abroad and become accessible through the operations of MNCs, investors obtain diversification 
benefits which may be represented by the steeper sloped CMLI. The point here is that any new real or 
financial asset, domestic or foreign, would provide a diversification benefit, as long as its return is less 
than perfectly correlated with the return of the domestic market portfolio (since borrowing is feasible, 
the expected rate of return is irrelevant).  
The size of any single foreign project undertaken by an MNC is insignificant relative to the size of the 
MNC's domestic market. Thus, it is unlikely that an MNC could affect the risk-return trade-off (the 
slope of the CML) of the domestic capital market in a significant way. In other words, at the margin an 
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MNC cannot provide sizable diversification benefits to investors, The theoretical point is that no single 
firm should be able to change the investment opportunity set in a reasonably competitive capital 
market (Merton/Subrahmanyam (1974)).  It is conceivable, though, that MNCs as a group have, over 
the years, expanded the investment opportunity set for domestic investors and have thereby provided 
certain benefits, even though no single MNC could make a marginal contribution for which it is 
compensated by investors, A similar argument is usually made in connection with the optimal debt-
equity ratio: there is an optimal debt-equity ratio for all corporations in toto, while there is no optimal 
debt-equity ratio for any single company. When only one domestic corporation is able to make foreign 
investments, then this company will benefit from international diversification. For a model based on 
this strong assumption see Adler/Dumas (1975). Of course, the same benefit is provided by any group 
of companies that creates new assets whose returns are not perfectly positively correlated with the rate 
of return of the domestic market portfolio.  
It was pointed out earlier that foreign portfolio investment could be used as a hedge against exchange 
risk (due to consumption of foreign goods). One may argue that MNC stocks could be used in a hedge 
portfolio instead of direct portfolio investment, and in this respect MNC shares could provide benefits 
to domestic investors. Clearly, this is an empirical question; it remains to be seen whether the rates of 
return on MNC stocks have a significant correlation with prices of consumption goods that are affected 
by unexpected exchange rate changes.  
Empirical evidence on the effect of the benefits from indirect international diversification by firms on 
stock values has been somewhat mixed, Errunza/Hogan/Hung (1999), Lombard/Roulet/Solnik (1999), 
Rowland/Tesar (1998), Dada/Williams (1993), Jacquillat/Solnik (1978), Senschack/Beedles (1980). 
There have been a number of attempts to test the proposition that domestic investors do actually 
recognize MNCs for their foreign activities by assigning higher values to their shares. Focusing on the 
degree of involvement of U.S. companies in international activities, it has been suggested that if stock 
prices of a company are (relatively) highly correlated with an index representing the world market 
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portfolio, and if this correlation increases along with the extent of foreign activities of the firm, one 
could infer that investors do ecognize the corporation's international diversification, Agmon/Lessard 
(1977). However, correlation can be affected not only by the degree of international involvement of a 
company but also by events originating domestically or abroad that affect the world index. Thus 
correlation results do not allow strong inference as to cause and effect. Furthermore, this method 
allows no conclusion as to whether investors reward or penalize companies for their international 
activities, Adler (1981).  
This point has been addressed by several researchers who hypothesized that MNCs are rewarded for 
their international activities with higher stock prices. One simple approach would be to test the 
hypothesis that the rates of return realized by shareholders of MNCs differ from those realized by the 
shareholders of purely domestic firms (uni-national corporations; "UNCs"). Interestingly, empirical 
evidence on the relative performance of a portfolio consisting of MNCs compared to a portfolio of 
UNCs shows that the monthly rates of return on the two portfolios are not significantly different, 
Fatemi (1984). However, these types of studies fail to explicitly consider risk associated with the 
realized returns to the shareholders.  
An alternative approach, which explicitly adjusts for risk involves the use of the CAPM to find out 
whether shares of MNCs are priced at a (positive or negative) premium. The basic problem with this 
method is that in a (domestic) capital market which is reasonably efficient, such information on 
international involvement is already reflected in stock prices, and shares of MNCs are priced in such a 
manner that they fall exactly on the security market line. Thus, the stock provides a risk-adjusted 
abnormal return only at the time of the arrival of new information about international investment. 
Given the reasonable efficiency of the U.S. capital market, it is perhaps not surprising that this 
approach has failed to detect any difference in abnormal returns between the shares of MNCs and 
UNCs, Brewer (1981).   
However, there is also evidence based on the same approach, but using data over a longer period of 
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time, that the risk-adjusted abnormal returns on the MNC portfolio are lower than those on the UNC 
portfolio, Fatemi (1984). It is interesting to note that this contradicting result is due to significantly 
lower average residuals of those MNCs in two industries among thirteen industry classifications, which 
are the rubber, plastics, and chemical industry, and "conglomerates." Once these two groups are 
excluded from the sample, the average excess returns turn out to be identical across the two portfolios. 
These results are explained in terms of the oligopoly theory of multinational firms. Multinationals, as 
oligopolists, erect and preserve effective barriers to entry; however, once the barriers to entry erode, 
MNCs will be at a cost disadvantage relative to local firms, and this may in turn affect their overall 
performance (Fatemi (1984)). In fact, included in the MNC group of the "rubber, plastics, and 
chemical" industry are firms such as Firestone, Goodyear, and Uniroyal which, because of lack of 
product differentiation and ease of entry, have faced severe price competition in the European market 
and have closed down their European operations.  
One should note, however, that the existence of identical average excess returns does not lead to the 
conclusion that corporate international diversification has no effect on shareholder wealth. To assess 
the effect, as mentioned above, one needs to examine the behavior of returns around the period of 
initial diversification or, more precisely, around the period of the arrival of new information regarding 
foreign expansion. Though the results suffer from small sample size, it is found that abnormal returns 
rise by some 18 percent during the 14 months preceding the initial foreign diversification, Fatemi 
(1984). It is argued that this reflects the market's assessment of the net effect of (possible) higher 
profits, lower degree of riskiness, and the cost disadvantages involved in becoming a multinational. 
However, the magnitude of this abnormal gain is quite small relative to that associated with other 
events (e.g., mergers, splits, etc.).   
Others have suggested that relatively high price-earnings ratios of MNCs indicate that investors are 
willing to pay a premium for their shares. A relatively high price-earnings ratio is usually regarded as 
an indicator that the company is expected to grow at a relatively high rate, its stock price -- reflecting 
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the expectations of the market -- being relatively high with respect to its current earnings. Therefore, 
one could argue that MNCs are "high growth" companies and investors do recognize that feature. 
However, the rate of growth of a company's earnings is basically a function of its operating strategy 
and its competitive advantage in the markets for real goods and services, and this aspect is only very 
indirectly related to foreign investment.  
Another approach has been to assess the "internalization" effect of foreign direct investment (FDI), 
Morck/Yeung (1991). It hypothesizes that investors price the increase in value that occurs when FDI 
internalizes markets for certain intangible assets. The value investors place on firm multinationality can 
be examined by regressing proxies for diversification advantages, technological advantage enjoyed 
abroad (R&D), consumer goodwill, and firm leverage effects on Tobin's q as a measure of firm value. 
Regression analysis reveals a positive relationship between multinationality and firm value as a result 
of a cross-product of consumer goodwill and diversification advantages. This finding is consistent with 
the view that multinationals' stock prices will not necessarily be bid up solely because of the indirect 
international portfolio diversification benefits. In the absence of R&D or consumer goodwill or related 
intangibles, multinationality is not shown to have any particular benefits.  
Finally, there have been attempts to assess the degree of a risk-reduction effect of using MNC shares. 
The empirical results show that the monthly betas of the MNC portfolio are significantly lower and 
more stable than those of the UNC portfolio, indicating that corporate international diversification 
lowers the level of systematic risk. It was also found that the degree of international involvement is 
higher the lower the beta, Fatemi (1984). Using variance as a measure of risk, a portfolio of U.S. 
MNCs has about 90 percent of the standard deviation of a portfolio of U.S. UNCs, while 
internationally diversified portfolios have only about 30 percent to 50 percent of the latter, 
Jacquillat/Solnik (1978). Senschack/Beedles (1980), find that total risk of a portfolio of MNCs is not 
lower than that of a portfolio of (U.S.) stocks with primarily domestic operations.  Similarly, the 
evidence shows that MNCs do not provide diversification effects to a portfolio of domestic stocks, 
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while foreign stocks do for most countries, Rowland/Tesar (1998). This evidence suggests that the 
international diversification opportunities have not yet been fully exploited by MNCs; consequently a 
portfolio of MNC stocks is a poor substitute to investors for an efficiently diversified international 
portfolio, Dada/Williams (1993), Senschack/Beedles (1980), Jacquillat/Solnik (1978). 
In testing whether MNCs as a group have provided some diversification benefits, one can analyze 
possible changes in the slope of the CML when foreign investments of MNCs are somewhat excluded 
from domestic portfolios. If the new slope is lower, then it may be inferred that over the years MNCs 
as a group have expanded the investment opportunity set of domestic investors. However, given the 
data problems when correcting samples for factors other than international involvement, index 
problems (choosing the proper standard against which to measure risk and return), and the joint nature 
of the tests (simultaneously testing both the hypothesis and the underlying model), the empirical 
evidence remains unreliable, and the debate on this issue is likely to remain unresolved.  
2.5.2.3   International Mutual Funds  
The easiest and most effective way to implement IPI -- especially for the individual investor -- is to 
invest in "international" mutual funds. Investing in mutual funds solves the problem of the individual 
investor to obtain information about foreign companies/securities, gain market access and deal with all 
the problems associated with foreign securities trading. Instead, the fund management company takes 
care of these issues for all investors of the fund with the benefit of economies of scale due to pooled 
resources. In return, investors are in most cases charged e.g. through up-front fees for the service of the 
fund and also the management of the portfolio. These costs to the investor are generally less for funds 
that replicate a local or international index because they have a simple investment strategy that does 
not require costly and time-intensive research.  
Indeed, in the U.S. market there exist so many vehicles that it is very easy to diversify internationally 
simply using the opportunities available in the domestic market. There are funds that specialize by 
commodity, industry, investment class, country and region. There are also a number of more general 
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(international) funds available which invest in a broad base of international securities. Many domestic 
funds have an international component in the sense that they contain foreign securities (Nokia, Sony, 
DaimlerChrysler). In addition, there are funds that focus on foreign securities exclusively, and finally 
some global funds exist that buy foreign as well as domestic stocks. Recent empirical evidence 
indicates that U.S. investors can effectively mimic foreign market returns with domestically traded 
securities (including shares of MNCs, closed-end country funds, and ADRs). In fact, the availability of 
claims on foreign assets makes it possible to achieve most of the diversification effect with 
domestically traded securities, Errunza/Hogan/Hung (1999).   
The fund industry has undergone dramatic growth, and as a result funds come in a bewildering variety. 
The investor has to carefully distinguish between the various categories. The first distinction refers to 
the registration and supervisory regime of the fund: onshore versus offshore. Offshore funds, which are 
typically incorporated in a tax haven, provide investors with little if any protection beyond the 
reputation of the sponsoring firm. However, they usually offer anonymity and allow investment 
managers a great deal of latitude to pursue investment success. This is one of the reasons why almost 
all hedge funds are incorporated as offshore funds.  
Another important dimension of mutual funds is whether they are open-end or closed-end. The former 
in contrast to the latter do not limit the number of shares of the funds, i.e. new investors can always 
enter the fund and are not constrained by the availability of shares in a secondary market. As a 
consequence, the capital invested in the fund varies considerably over time. Closed-end funds are 
typically used with respect to markets that are not very liquid. The closed-end structure isolates the 
fund manager from the problem of having to buy or sell shares in response to new fund purchases or 
redemptions. However, this structure leads almost invariably to deviations from net asset values 
(NAV), i.e. premia or discounts, a phenomenon that has given rise to a substantial literature, See e.g. 
Gemmill/Thomas (2000), Chay/Trzcinka (1999), Bodurtha/Kim/Lee (1995), Diwan/Errunza/Senbet 
(1994), Lee/Shleifer/Thaler (1991), Brauer (1988).   
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Whereas the relationship between premium/market price and NAV often appears to be of a random 
nature, the existence of a (positive) premium seems to be rational for those funds specializing in 
countries which impose significant foreign investor constraints, such as an illiquid market, substantial 
information gathering costs or other restrictions on market access. If funds provide a means to 
investors to circumvent these obstacles, they can be expected to trade at a premium, 
Eun/Janakiramanan/Senbet (1995), Bonser-Neal/Brauer/Neal/Wheatley (1990). Another puzzling 
phenomenon of closed-end country funds traded in the United States consists in their slow reaction to 
changes in the fundamental value and their strong correlation with the U.S. stock market, 
Klibanoff/Lamont/Wizman (1998), Bodurtha/Kim/Lee (1995). Empirical evidence suggests behavioral 
finance concepts such as investor sentiment (noise trader risk) as potential explanations for these 
phenomena in addition to more traditional, rational arguments based on mis-measurement of reported 
NAVs due to agency costs, tax liabilities, or illiquidity of assets, Gemmill/Thomas (2000), 
Lee/Shleifer/Thaler (1991).  
Funds are also categorized by the way they are being sold, i.e. with or without an explicit sales charge 
(load). Such loads are typically in the vicinity of 5 percent. While the market share of no-load funds in 
the United States has progressed considerably over the years, it has peaked at about 25-35% market 
share. Indeed, most recently, load funds seem to have retained some of the market share, which is at 
first sight surprising. The phenomenon is less puzzling when one looks at the bewildering array of 
mutual funds that have appeared in the U.S. markets. Investors seem to require assistance and appear to 
be willing to pay for help. This appears to hold true particularly for international funds.  
Interestingly, at the same time, there are apparently a sufficient number of investors who, convinced by 
the efficient market theory, are looking for low cost vehicles to diversify their portfolios 
internationally. In response, the securities industry has created a whole range of low-cost index funds 
with an international focus. Unfortunately, the illiquid state of emerging markets has prevented the 
creation of index funds for most of these countries. A relatively recent, further development along 
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these lines is the emergence of exchange-traded index funds, led by Barclays' iShares. These are index 
funds based on Morgan Stanley’s MSCI country and regional indices that are traded on the American 
Exchange where they can be bought and sold just like other shares. However, here too the availability 
of iShares representing emerging markets is limited. Emerging markets appear to lend themselves 
particularly to the creation of managed funds, as the inefficiencies in these markets seem to provide 
opportunities for skilled and well-informed managers to achieve excess returns. At the same time, the 
liquidity constraints of these markets call for closed-end fund structures that relieve fund managers 
from the costly problems of providing liquidity for redemptions and new purchases.  
Finally, the creation of "representative" indices is no small feat in many of the emerging markets where 
major firms are still dominated by founding family shareholders, or where there are significant 
crossholdings among firms and financial institutions as well as by governments or their entities. These 
issues create considerable challenges for determining the weighting of various shares in the index, 
accounting for significant performance differences in index-linked investments. 
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3.1 Introduction: 
This research is designed to study the Impact of FIIs on the Indian Capital Market. To keep the 
research design in-line with the research objectives the researcher has taken due care, that the tools 
used in research are objective oriented. The study is prepared as a part of PhD work and hence, the 
design and framework of the study is prepared while keeping in mind the rules and guidelines for 
preparing a PhD thesis. 
Capital market is very important part of any economy. It helps economy to grow and flourish by 
providing long term finance for industrial and infrastructural development. In the recent times the 
Indian capital market has seen some rapid development and great volatility due to the free 
movement of foreign capital in and out of the country. The current research tries to establish a 
relationship between stock market volatility and the investments by FIIs. 
To make the conclusions more concrete the research contains techniques such as Granger Causality, 
Vector Auto Regression (VAR), impulse response function and variance decomposition are used. 
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3.2 Problem Statement: 
In the recent past, FIIs have become a very important part of the Indian Capital Market. Since, 
liberalisation in 1992 FIIs have invested huge amount of funds in Indian economy. India is one of 
the fastest growing stock market in the world. Development of the Indian market has taken place in 
the last 15 years. During this period the Indian stock market has seen some steepest rises and some 
of the biggest. The huge fund brought by FIIs also brought with some great volatility and as a result 
of failure in controlling volatility, regulatory bodies have faced severe criticism from investors in 
India. The present study aims to know the exact impact of FIIs on the Indian capital market. The 
study will cover two way causality, by this research the research will see whether FIIs cause 
volatility in the market or whether volatility in market causes FIIs to move away from Indian 
Market. 
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3.3 Review of Literature  
According to Gooptu, S. (1994), it is important for the policy makers in the developing economies 
to provide right signals to international capital markets in terms of economic and domestic 
institutional reforms to successfully compete with other developing economies to attract portfolio 
investment from abroad. Study found that to attract more private capital flows policy makers must 
continue to provide right signal to foreign institutional investors in terms of economic and domestic 
institutional reforms that attract portfolio investment from abroad. Study concludes that there is a 
need to continue for increasing pace of reforms in any given emerging stock market in order to 
maintain the steady portfolio flows to developing countries. 
According to Joshi, Himanshu (1995), the study generally points to the positive relationship 
between FII investments and movement of the Bombay Stock Exchange share price index. We 
looked at the relationship in a somewhat different way. It has been noticed that net FII investments 
were lower in the fourth quarter in all the years except 1993, their first year of operations, and 
1999. The average of BSE SENSEX also fell in the last quarter except in 1993 and 1999. Contrary 
to the expectations FII investments picked up during the last quarter itself after a dip in the third 
quarter of 1999. Average level of SENSEX also did not decline during the last quarter. It does; 
however, appear that FIIs buy in the first and second quarters following the depression created by 
their low activity or relative selling pressure in the last quarter. The decline, which starts in the third 
quarter, reaches the maximum in the last quarter7. One of the possible explanations for the BSE 
SENSEX also declining during the last quarter could be that the local market players look towards 
FIIs for leads. 
Sias, Richard W. (1996), has found that a trader-intensified transactions database is employed to 
investigate: (1) the relation between order-flow imbalance closed-end funds share prices and 
discounts (2) the role of institutional investors in closed-end funds. Empirical results are consistent 
with the hypothesis that buyers (sellers) of closed-end funds face upward (downward) sloping 
supply (demand) curves. The results also demonstrate that ownership statistics fail to accurately 
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reflect institutional investors’ importance in closedend funds market. The results failed to provide 
the evidence that institutional investors offset the position of individual investors or that 
institutional investor’s face systematic “noise trader risk”. 
Ilangovan, D (1997) held that Steps are taken to gain extra mileage as regards the level of foreign 
investment receipts is concerned. Foreign direct investment is proven to have well-known positive 
effect through technology spillovers and stable investments tied to plant and equipment, but 
portfolio capital is associated more closely with volatility and its capacity to be triggered by both 
domestic as well as exogenous factors, making it extremely difficult to manage and control. 
Kulkarni, Muku S. (1997) has examined the nature and extent of linkage between the U.S. and the 
Indian stock markets. The study uses the theory of co-integration to study interdependence between 
the BSE, NYSE and NASDAQ. The sample data consisted of daily closing prices for the three 
indices from January 1991 to December 1998 with 2338 observations. The results were in support 
of the intuitive hypothesis that the Indian stock market was not interrelated to the US stock markets 
for the entire sample period. It should be noted that stock markets of many countries became 
increasingly interdependent with the US stock markets during the same time period. India was late 
in effecting the liberalization policy and when it implanted these policies it did so in a careful and 
slow manner. However, as the effect of economic liberalizations started to take place, the BSE 
became more integrated with the NASDAQ and the NYSE, particularly after 1998. It must be noted 
that though BSE stock market is integrated with US stock markets, it does not influence the 
NASDAQ and NYSE markets. 
According to Brennan, Michael J., and H. Henry Cao (1997) empirically, the dominant explanation 
for international portfolio flows is in terms of stock returns in dollar terms. They examine estimates 
of aggregate international portfolio flows on a quarterly basis and find evidence of positive, 
contemporaneous correlation between inflows and returns. International investors may have a 
‘cumulative informational disadvantage’ relative to local investors. In response to some new 
information, local investors may trade in stocks that results in a price change, and this price change 
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in turn may lead to international portfolio flows. The problem with this evidence of 
contemporaneous correlation is that it does not shed much light on the direction of causality. 
Clark, J, and Berko E. (1997), emphasized the beneficial effects of allowing foreigners to trade in 
stock markets and outline the “base-broadening” hypothesis. The perceived advantages of base 
broadening arise from an increase in the investor base and the consequent reduction in risk 
premium due to risk sharing. FIIs are considered as positive feedback trader means they buy when 
the market increases and sell when the market falls. 
According to Bekaert, G., & Wu.G. (2000) the relationship between stock price and its volatility 
has long interested financial researchers. Empirically, contemporaneous returns and conditional 
return volatility are negatively correlated. That is, negative (positive) returns are generally 
associated with upward (downward) revisions of conditional volatility. This empirical phenomenon 
is often referred to as asymmetric volatility in the literature. The presence of asymmetric volatility 
is most apparent during stock market crashes when a large decline in stock price is associated with 
a significance increase in market volatility. With the leverage effect, a negative return (declining 
price) increases financial leverage, making the stock riskier and increasing its volatility. While the 
volatility and its relationship with stock price in developed financial markets has been well studied, 
little attention has been paid towards an extensive study of the volatility of the emerging stock 
market of India. 
Mosebach, Michael (2000), have examined the long run equilibrium relation between the net flow 
of funds into equity MF and the S&P 500 index. Applying the Engel and Granger correction 
methodology followed by a state space procedure, we find that the levels of the stock market are 
influenced by the net flow of funds into equity MFs. Their findings indicate that the US equity 
market appears to be rationally adjusting to a structural change in the behavior of the US investing 
public. 
Bekaert, Geert and Campbell, R. Harvey (2000), find ‘a small but mostly insignificant increase in 
the volatility of stock returns following capital market liberalizations.’ They conclude: “Moreover, 
the effect becomes negative when potentially concurrent movements in the control variables are 
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taken into account. Interestingly, there is only a small increase in correlation with the world market 
return. Many foreign investors are attracted to emerging markets for the diversification benefits. 
Although correlations increase after markets open up, the magnitude of the increase is unlikely to 
deter investors seeking diversification.” 
Chakrabati, Rajesh (2001) applied a pair wise Granger causality test. Using daily data from 1 
January 1999 to 31 December 1999, he found that FII flows are more likely to be the effect rather 
than the cause of market returns, although the result based on monthly data from July 1993 to 
December 1999 suggested that this relationship is statistically insignificant at the conventional 
level. Furthermore, using the same monthly data, Chakrabati (2001) regressed FII flows on stock 
returns and the other relevant variables identified in the literature, and showed that market returns 
became the sole driving force behind FII flows into India following the Asian financial crisis. 
Mukherjee, Paramita, Suchismita Bose, and Dipankor Coondoo, (2002) supplemented and 
developed the empirical research by Chakrabati (2001) using extended daily data for the period of 1 
January 1999 to 31 May 2002. They first run a pair wise Granger-causality test, and confirmed the 
result of Chakrabati (2001) that there was a unit-directional causality from Indian stock returns to 
FII flows during their sample period. Then they estimated the impacts of lagged stock returns & 
other relevant variables such as industrial production, call money rate and exchange rate on FII 
flows, and found that market returns are perhaps the single most important factor determining FII 
flows. 
Griffin, John M., Federico Nardari, and Rene M. Stulz. (2002), analyzed the relationship between 
equity flows toward a country and stock returns of that country or the stock returns in the rest of the 
world for India and eight other emerging countries. By applying a bivariate structural VAR, and 
using daily data from 31 December 1998 to 23 February 2001, they obtain the empirical results that 
greatly differed from those of related studies. They rejected the null hypothesis that net foreign 
flows do not induce Indian stock returns in a Granger-causality sense, whereas they could not reject 
the null hypothesis that past stock returns do not induce net foreign flows in a Granger-causality 
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sense. In addition, they pointed out that stock returns in North America have a statistically 
significant effect on equity flows towards Asian countries including India. 
Stanley, Morgan (2002), has examined that FIIs have played a very important role in building up 
India’s FOREX reserves, which have enabled a host of economic reforms. Secondly, FIIs are now 
important investors in the country’s economic growth despite sluggish domestic sentiment. His 
report notes that FII strongly influence short-term market movements during bear markets. 
However, the correlation between returns and flows reduces during bull markets as other market 
participants raise their involvement reducing the influence of FIIs. This research shows that the 
correlation between foreign inflows and market returns is high during bear and weakens with 
strengthening equity prices due to increased participation by other players. 
Bekaert, Geert and Campbell R. Harvey (2002), find much of the discussion of increased volatility 
of capital flows post liberalization, in many ways, “as odd”. “The emerging countries start with 
little or no capital flows and move to an environment (post liberalization) with significant capital 
flows which are, as expected, subject to portfolio rebalancing. Consequently, it is no mystery that 
the volatility of capital flows increases”. According to them “In fact, the segmentation model 
predicts that volatility should spike around the time of market liberalization, but should then 
subside once the large capital inflow has occurred. Of course, there is always the worry that 
portfolio flows are not as “sticky” as foreign direct investment (FDI) and may disappear at a whim, 
causing a crisis in the process….” However, they find that, in terms of coefficient of variation, 
capital flows are more volatile in developed markets than in emerging markets. 
Gordon, James, and Poonam Gupta. (2003), examined the determinants of FII equity flows into 
India in a multivariate regression modal using monthly data from March 1993 to October 2001. 
Their empirical result showed that a combination of this factor is important in the regressions, and 
that lagged stock returns individually exert the greatest influence on FII flows, followed by 
emerging market returns, and credit rating downgrades. Lagged stock returns was found to be 
negatively associated with FII flows, which suggests that foreign institutional investors are negative 
feedback traders. 
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Bhanumurthy and Rai (2003), by using monthly data from January 1994- November 2002, they 
examine the determinants of FIIs in Indian context by analyzing the effect of return, risk and 
inflation in domestic and foreign economy. Domestic and foreign returns are calculated using BSE 
SENSEX for Indian stock prices and S&P 500 for US stock prices. To capture risk, monthly 
standard deviations are computed from daily returns on BSE SENSEX and S&P 500. He uses ex-
ante risk rather than realized risk, because realized risk represents a combination of ex-ante risk and 
unexpected risk. Whole sale price index is used to calculate year on year inflation in India and 
Producer Price Index is used to calculate inflation in US. He finds that FII inflows depend on Stock 
Market Returns, inflation rate (both domestic and foreign) and Ex-ente risk. 
Batra Amita (2003), uses daily data on FII equity purchases and sales and equity returns between 
January 2000- December 2002 on the BSE SENSEX and monthly data between January 1994 to 
December 2002. He examines three issues, firstly if trading by FIIs reveals any trends of positive 
feedback trading secondly, if there is evidence of herding by the FIIs and lastly the destabilizing 
impact, if any, of the FII trading strategies on stock prices in India. To test positive feedback 
strategy, he predicts a relation between the past performance of the market (as indicated by value of 
market index) and the current FII investment. 
Sivakumar S (2003), has analysed the net flows of foreign institutional investment over the years, it 
also briefly analyses the nature of FII flows based on research, explores some determinants of FII 
flows and examines if the overall experience has been stabilising or destabilising for the Indian 
capital market. 
Trivedi & Nair, and Agarwal, Chakrabarti (2003), have found in their research that the equity return 
has a significant and positive impact on the FII. But given the huge volume of investments, foreign 
investors could play a role of market makers and book their profits, i.e., they can buy financial 
assets when the prices are declining thereby jacking-up the asset prices and sell when the asset 
prices are increasing. Hence, there is a possibility of bi-directional relationship between FII and the 
equity returns. 
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Raju M.T, Ghosh Anirban (2004), held that volatility estimation is important for several reasons 
and for different people in the market. Pricing of securities is supposed to be dependent on 
volatility of each asset. In this paper they do not only extend the study period of the earlier paper 
but also expand coverage in terms of number of countries and statistical techniques. Mature 
markets / Developed markets continue to provide over long period of time high return with low 
volatility. Amongst emerging markets except India and China, all other countries exhibited low 
returns (sometimes negative returns with high volatility). India with long history and China with 
short history, both provide as high a return as the US and the UK market could provide but the 
volatility in both countries is higher. The third and fourth order moments exhibit large asymmetry 
in some of the developed markets. 
Comparatively, Indian market shows less of skewness and Kurtosis. Indian markets have started 
becoming informationaly more efficient. Contrary to the popular perception in the recent past, 
volatility has not gone up. Intraday volatility is also very much under control and has came down 
compared to past years. 
In this paper Batra, Amit (2004), has examined the time varying pattern of stock return volatility in 
India over the period 1979-2003 using monthly stock returns and asymmetric GARCH 
methodology. He has also examined sudden shifts in volatility and the possibility of coincidence of 
these sudden shifts with significant economic and political events both of domestic and global 
origin. Stock market cycles have also been analyzed for variation in amplitude, duration and 
volatility of the bull and bear phases over the reference period. His analysis reveals that 
liberalization of the stock market or the FII entry in particular does not have any direct implications 
for the stock return volatility. No structural changes in the stock price volatility around any 
liberalization event or more importantly around the dates of breaks for volatility in FII sales and 
purchases in India are observed. The apparent link generally drawn between stock price volatility 
and the sudden withdrawal or heavy purchases by the FIIs i.e. the volatile FII investment in the 
stock market does not seem to hold true for India. Reforms in general lead to a structural shift in the 
volatility in India. 
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Anantharayanan, Sandhya (2004), studies the impact of trading of Foreign Institutional Investors on 
the major stock indices of India. Her major findings are as follows. First, she found that unexpected 
flows have a greater impact than expected flows on stock indices. Second, she found strong 
evidence consistent with the base broadening hypothesis. Third, she does not detect any evidence 
regarding momentum or contrarian strategies being employed by foreign institutional investors. 
Fourth, her findings support the price pressure hypothesis. Finally, she does not find any 
substantiation to the claim that foreigners’ destabilize the market. 
Kwangsoo Ko, Keunsoo Kim & Sung Hoon Cho (2004), have examined the characteristics of 
institutional and foreign investor stock ownership, and the stock price performance according to 
their ownership for two major Asian markets, Japan and Korea. The differences in abnormal returns 
are more evident for foreign ownership portfolios than for institutional ownership portfolios, 
especially in Korea. If they consider either institutional or foreign investors, the differences in 
abnormal returns remain still significant in Korea, but not in Japan. Both institutional investors’ 
incentive for stock holding and the extent of stock market efficiency would be the possible 
explanations for the different results between Japan and Korea. 
Bose Suchismita and Coondoo Dipaankar (2005), have examined the impact of reforms of the 
foreign institutional investors' (FIIs) investment policy, on FII portfolio flows to the Indian stock 
markets, an aspect, and studies on determinants of FII flows to India so far have not taken into 
consideration. FIIs have been allowed to invest in the domestic financial market since 1992; the 
decision to open up the Indian financial market to FII portfolio flows was influenced by several 
factors such as the disarray in India's external finances in 1991 and a disorder in the country's 
capital market. Aimed primarily at ensuring non-debt creating capital inflows at a time of an 
extreme balance of payment crisis and at developing and disciplining the nascent capital market, 
foreign investment funds were welcomed to the country. Analysis also helps to evaluate the impact 
of liberalization policies as well as measures for strengthening of policy framework for FII flows, in 
the post-Asian crisis period. 
3.12 | P a g e  
 
Badhani, K. N., (2005), examines the long term and short-term relationship among stock prices, 
Dollar Rupee exchange rate and net FII investment in India using monthly data from April 1993 to 
March 2004. Study finds long term relationship between FII investment flow and stock prices and 
between FII investment flow and exchange rate. However no long-term relationship was found 
between exchange rate and stock prices. Study also shows that exchange rate long term granger 
causes FII investments flow and vice versa. It suggests that FII use positive feedback trading in 
respect to exchange rate. BI-directional long term causal it was found between FII investment flow 
and stock prices. However, no short-term causality could be traced between above two pairs of 
variables using monthly data. Study shows that the short term causality runs from change in 
exchange rate to stock returns, not vice versa. 
Rakshi, Mihir (2006), has argued that, far from being healthy for the economy, FIIs inflows have 
actually imposed certain burdens on the Indian economy. Sudden fall and sudden increase in FIIs in 
India has raised several issues before the policy makers regarding the real implications of FIIs. 
Impact of FIIs can largely be observed at: (1) stock market (2) exchange rate and (3) forex reserve. 
Andy Lin Chih-Yuan Chen (2006), has explored the relationship between qualified foreign 
institutional investors (QFIIs) and Taiwan’s stock market and evaluates the effect of QFIIs’ 
investment transactions on Taiwan’s stock market. By taking the date of easing regulatory 
restrictions on foreigners’ stock investment holdings as a cutoff point, the research uses the highest 
and lowest 10 stocks of QFII holdings in three industry sectors as sample portfolios to study the 
priorand post-event returns. 
Dhamija Nidhi (2007) held that the increase in the volume of foreign institutional investment (FII) 
inflows in recent years has led to concerns regarding the volatility of these flows, threat of capital 
flight, its impact on the stock markets and influence of changes in regulatory regimes. This paper 
examines the role of various factors relating to individual firm-level characteristics and 
macroeconomic-level conditions influencing FII investment. The regulatory environment of the 
host country has an important impact on FII inflows. As the pace of foreign investment began to 
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accelerate, regulatory policies have changed to keep up with changed domestic scenarios. The 
paper also provides a review of these changes. 
Takeshi, Inoue (2008), the findings in this paper, especially during the latter period, suggest that net 
FII inflows have exerted impacts on the movement of Indian stock prices at longer intervals. Over 
the last five years, net FII inflows have generally trended upward with the movement of stock 
prices in India. After the peak in mid-January 2008, however, both significantly reversed this trend; 
FII inflows have turned into persistent outflows, and stock prices have decreased at a record pace. 
Under these circumstances, given the results in this paper, it can be concluded that when monitor 
the movement of future stock prices, the authorities will have to pay more attention to FII flows 
than they have in the past. 
Babu M. Suresh and Prabheesh K.P. (2008), reveal that the FIIs investments are influenced by the 
previous trading day returns, confirming the positive feedback strategy by them, but they are also 
influenced by the next trading day returns. Most of the studies generally point to the positive 
relationship between FII investments and movement of the National Stock Exchange share price 
index some also agree on bi-directional causality stating that foreign investors have the ability of 
playing like market makers given their volume of investments. 
According to Ajaysingh Rajput & Keyur Thaker (2008), stock market and exchange rate are 
important factors in the economy and FII flow affects both the variables. Research findings differ 
and lack consensus. From the analysis of FII investment and NIFTY performance, one can find that 
the FII significantly affects the NIFTY performance and is one of the important driving forces of 
the stock market. Continuous positive correlation ship exists between these two variables. FII flows 
fails to predict the future value of NIFTY. This result provides evidence that FII is one of the 
important factors, but not only one significant factor affecting NIFTY 
According to P. Krishna Prasanna (2008), the paper empirically observed that the foreign 
investment is more in companies with higher volume of publicly held shares. The promoters’ 
holdings and the foreign investments are inversely related. As has been observed in the governance 
literature the foreign Investors choose the companies where family shareholding of promoters is not 
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substantial. Among the financial performance variables the share returns and Earning per share are 
more influencing variables on their investment decision. This provides a pointer for further research 
that market performance is the strong basis for attracting more foreign investment for the individual 
companies. The foreign institutional investors with draw their money when the stock market 
performance starts sliding down. 
According to Chhibber, Ajay and Palanivel, Thangavel (2009), the most immediate impact of 
financial crisis has been on the short-term capital flows. Financial deleveraging and a growing 
home bias have led to outflow of portfolio capital from Asian developing countries. This has led to 
currency depreciation and running down of foreign exchange reserves in some Asian countries. FDI 
flows have also come down and but they are expected to decline more in 2009. But the most crucial 
impact in the financial sector of Asia-Pacific countries has been the drying up of credit availability. 
Decreasing risk appetite, higher spreads and poor business confidence have been responsible for 
this. Though in a period of lack of aggregate demand, excess capacities tend to emerge and 
consequently there is likely to be lack of demand for funds for new projects. But existing firms may 
still need working capital to stay afloat. Funds may also be required for depreciation and to finish 
ongoing projects which were undertaken before the crisis hit the world economy. 
 
P K Mishra, K B Das and B B Pradhan (2009), the paper focused on testing the efficient market 
hypothesis in its weak form in Indian stock market in the context of global financial crisis. By 
embarking upon the popular unit root test, the study provides the weak form inefficiency of Indian 
stock market in the sample period. This market inefficiency has several implications. First, the 
share prices may not necessarily reflect the true value of stocks. So, companies with low true values 
may be able to mobilize a lot of capital, while companies with high true values may find it difficult 
to raise capital. This disrupts the investment scenario of the country as well as the total 
productivity. Second, market inefficiency may imply mean reversion of prices that may cause 
expected returns to vary. Third, market inefficiency may imply excess price volatility in the short 
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run because prices change by more than the value of the new information. Last but not the least; 
weak form market inefficiency may have the positive impact on the process of financial innovation. 
Makwana, Chetna R. (2009) analyzed prime facia that the FIIs influence market. It may be 
concluded that the FII has positive relation with the volatility of Indian stock market. Both move in 
the same direction. Now to measure or estimation of volatility and return of Indian stock market it 
is require to measure the volatility pattern of FII flows, which is critical in terms as it does not 
follows the pattern. 
Bansal, Anand and Pasticha J. S. (2009), in their study said that while return declined reasonably 
after the entry of FIIs, the volatility has been reduced significantly after their entry. Besides, FIIs 
investment flows, there may be other reasons as well that may have some degree of influence on 
market volatility and return. While the FIIs investment flows and contemporaneous SENSEX, 
NIFTY, market capitalization and market turnover have been strongly correlated in India, the 
correlation between FIIs investments and market volatility and market return has been 
comparatively low. It means volatility in Indian market is not the function of FIIs investment flows. 
There may be some other reasons which induced the volatility in Indian market over the time. 
Kumar, Sundaram (2009), found FII data to be I(0) i.e. it doesn’t have a unit root at conventional 
level. It also gives positive uni-directional Granger causality results i.e. stock returns Granger cause 
FII. No reverse causality is seen even after inserting a structural break in 2003, as some of the 
researchers suggest. The recent plummet and surge in inflows warrants a fresh investigation to shed 
light into the unsettled issue of causality relationship between FIIs and market returns in the Indian 
context. 
According to Chandrasekhar, C.P (2009), one consequence of the capital outflow was a collapse of 
India’s stock markets, just as the earlier capital inflows had triggered a speculative bubble in both 
stock and real estate markets. They had caused an unprecedented rate of asset price inflation in 
India’s stock markets and substantially increased volatility. FII investments were an important 
force, even if not always the only one, driving markets to unprecedented highs, with a high degree 
of correlation between cumulative FII investments and the level of the BSE’s Sensitive Index. 
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Anuradha Guru, Anokhi Parikh (2009), found a uni-directional causal relationship during the crisis, 
where they found an effect of stock returns on FII flows but not vice versa. Their study supports the 
base broadening hypothesis, which suggests that increased FII participation, would, with other 
things remaining constant, lead to a permanent reduction in risk premia and hence, a permanent 
increase in prices. They also find that FIIs are following positive feedback trading strategies. Their 
tests reject the price pressure hypothesis which suggests that the rise in prices associated with 
increase in FII inflows are due to temporary illiquidity and thus, these inflow induced price 
increases would subsequently be reversed. There is no significant difference in the way FIIs tended 
to behave before and during the sub-prime crisis. 
The analysis by Srinivasan, M Kalaivani and K Sham Bhat (2010), reveals that there is an evidence 
of negative feedback trading hypothesis and positive feedback hypothesis by foreign investors 
before the global financial crisis period and during the crisis period respectively. This implies that 
FII acts as a smoothening effect and destabilizes force before & during the crisis period 
respectively. However, such positive feedback trading strategies from foreign institutional investors 
seem to be the rational during the period of the global financial crisis. 
The paper by Mohd. Aamir Khan, Rohit, Siddharth Goyal, Vinit Ranjan, Gaurav Agrawal (2010) 
empirically investigates the causal relationship as well as the degree of interdependency between 
Nifty and FIIs investment in Indian economy. First of all, normality of time series is checked. They 
found that both Nifty and FII are not normally distributed. Nifty was found to be non-stationary and 
FII to be stationary at level itself. They also applied correlation test that indicates that Nifty is 
positively correlated to FII. Correlation between time series is higher in bear phase as compared to 
bull phase as in bull phase other market participants raise their involvement reducing the influence 
of FIIs. The correlation is further verified for the direction of influence by the Granger causality test 
between Nifty and FII. They found that Nifty Granger causes FII in all the four phases whereas 
reverse causality doesn’t hold true. In order to find the short term causal relationship between the 
two time series, they next applied the Variance Decomposition and Impulse Response tests. They 
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found out that the same result as in the Granger-Causality Test that Nifty causes FII in all the four 
phases. 
In the present paper Kaur, Manjinder and Dilllon, Saranjit S. (2010), for exploring the determinants 
of FIIs investment, FIIs net investment has been modelled by including, both financial and macro-
economic variables together. Host country Stock Market Returns (returns on SENSEX) have 
positive and significant impact whereas home country returns (returns on S&P 500 Index) have 
negative but insignificant influence on FIIs investment inflows in long-run as well as in shortrun. In 
terms of risk attached to returns on securities variability of SENSEX over variability of S&P 500 
Index has negative and significant influence on FIIs inflows to Determinants of Foreign 
Institutional Investors’ Investment in India. Similarly, market capitalization and stock market 
turnover of India have positive and insignificant influence on FIIs investment in long-run but 
positive and significant influence on FIIs investment in short-run. 
Singh Sumanjeet and Paliwal Minskshi (2010) fount that FII inflows to the equity market increase 
stock prices, lower cost of equity capital and encourage the investment by Indian firms and lead to 
improvements in securities market design and corporate governance. But, recent upsurge in FIIs 
inflows have generated many issues of concerns. The FII manipulate the situation of boom in such 
a manner that they wait till the index rises up to a certain height and exit at an appropriate time. But 
in nutshell, any problem related with FIIs is basically problem of management. India should 
develop new tools to manage FIIs effectively and efficiently. India must learn to live with foreign 
capital eventually, as its regulators freely admit. Some capital control may help. But its current 
rules seems less like stepping-stones to a more open future than relies of its shuttered past. 
According to Betz, Joachim (2010), India was not hit very hard by the international financial crisis, 
but more than the government first assumed. The financial crisis was not alone responsible for the 
deceleration of growth in India; because it started already in 2006/07. The reaction to the economic 
cooling down was the usual package of accommodative monetary policy and fiscal stimuli. Their 
impact was not very strong, as fiscal space was very limited and monetary easing was only partly 
passed through by the banks. This did indicate some deeper weaknesses of government finances 
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and the India’s financial markets. India was not trying to put into question nor to jeopardize the 
established international order during and after the crisis. 
Ramanarayanan C.S. (2011), found that BSE500 returns series exhibit leverage effects and in 
addition to leverage effects exhibit other stylized facts such as volatility clustering and leptokurtosis 
associated with stock returns on developed stock markets. Further, he found that TGARCH (1,1) 
can be possible representative of the asymmetric conditional volatility process for daily returns 
series of BSE500. In this regards preparing necessary national funds before facing crisis is one 
alternative. Also, it is recommended that the rules related to common control mechanism i.e. price 
limits and volume quotas be restructured relative to the status of both the economy and Indian stock 
market trading cycles. All in all, a growing and increasingly complex market-oriented economy, 
and its greater integration with global trade and finance, will require deeper, more efficient, and 
well-regulated financial markets. 
Richard A. Ajayi et al (2001) have studied recent advances in the time-series analysis to examine 
the inter-temporal relation between stock indices and exchange rates for a sample of eight advanced 
economies. An error correction model (ECM) of two variables employed to simultaneously 
estimate short-run and long-run dynamics of variables. The ECM result revealed significant short-
run and long-run relationship between two financial markets. Specifically, the results show that 
increase in aggregate stock prices has negative short-run effect on domestic currency value. In the 
long-run, however, stock prices have positive effect on domestic currency value. On the other hand 
currency depreciation has negative short-run and long-run effects on stock market.  
Kumar, Rajesh A. In his paper empirically observed that the research that market performance is 
the strong basis for attracting more foreign investment for the individual companies in India. The 
foreign institutional investors with draw their money when the stock market performance starts 
sliding down. 
Janak, Raj and Dhal, Sarat (2008) in this study investigated the nature of the financial integration of 
India’s stock market with global and major regional markets. The empirical analysis provides 
various applied finance perspectives on co integration among stock markets, checking the 
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sensitivity of results to sample periods in an environment of structural shifts, to the currency 
denomination of stock prices, and to the frequency of daily and weekly data. At the same time, it 
was found that India’s stock market provides opportunities for higher returns than other regional 
and global markets. Also, in terms of risk adjusted return, the Indian market outperforms others. 
Correlations of daily stock price indices and returns suggest a strengthening of the integration of 
India’s stock market with global and regional markets in the more recent period since 2003. There 
is evidence of the differential impact of regional and global stock markets on the Indian market in 
the long run as well as the short run. 
Singh, Dr. Rahul (2008) analysed that the Asian crisis and the bust of info-tech bubble 
internationally in 1998-99 the net FII has declined by US$ 61 million. But there was not much 
effect on the equity returns. This negative investment would possibly disturb the long-term 
relationship between FII and the other variables like equity returns, inflation, etc. Chakrabarti 
(2001) has marked a regime shift in the determinants of FII after Asian crisis. The study found that 
in the pre- Asian crisis period any change in FII found to have a positive impact on the equity 
returns. But in the post-Asian crisis period it was found the reverse relation that change in FII is 
mainly due to change in equity return. 
Ghosh, Saurabh and Herwadkar Snehal (2008), in this paper analyses the effect of portfolio flows 
on various segments of the Indian financial markets over the decade preceding the global financial 
crisis. The correlation analysis and the causality test results suggest that portfolio flows cause 
changes in equity prices and exchange rates. In the short run, the VAR and impulses response 
functions indicate that a positive shock to net FII flow generally result in increase in equity prices, 
exchange rate (INRUSD) appreciation and a decline in interest rates. The magnitude of these 
responses dampens over time and converges towards equilibrium path. In the long run, the 
parameters of Autoregressive Distributed Lag (ARDL) Model indicate the existence of an 
equilibrating relation. The magnitude and direction of long term coefficients generally support the 
short run findings. The negative and significant error correction term, on the other hand, indicates 
movements towards long run equilibrium and the resilience of Indian financial markets. The 
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literature so far is not unanimous about the movements in the financial markets as a result of capital 
flows. The present paper evaluates this ongoing debate in the Indian context. The results indicate 
that net FII flows cause changes in equity (SENSEX) and exchange rate (INRUSD). In the short 
run, a shock to net FII flow has a positive impact on equity market and negative impact on money 
market (CALL) rate, benchmark yield and exchange rate (indicating Rupee appreciation). The 
impulse responses dampen over time. The capital inflows and returns on equities generally have a 
positive correlation for emerging markets. The empirical findings of this study confirm the same for 
India over the last decade. One of the major reasons for surplus liquidity in Indian money market 
during 2004:04 to 2008:03 was large capital inflows and consequent upward pressure on the Indian 
Rupee. The Central Bank’s forex operations in the face of large capital inflows had a positive 
impact on the domestic money supply and interbank liquidity. This in turn put a downward pressure 
on the rates in the money market. In an attempt to reduce surplus liquidity from the money market, 
the central bank sterilised excess liquidity (through Open Market Operations or Market 
Stabilisation Scheme), which influenced the rates in the G-sec market.  
K.Lakshmi (2008), in the paper “Foreign Institutional Investors and firms characteristics- A study 
of Indian Firms” analyzed that foreign capital bridges the gap between the requirement of capital in 
the Indian market and the availability of capital in the Indian market. In emerging economics the 
reduction in gap between availability and requirement is very important for the growth of the 
economy. According to the research conducted the foreign portfolio investment in Indian firms is 
inversely related to promoter’s share in the company and is positively related to the size of the firm 
and the firm characteristics. The stocks chosen by FIIs are more liquid in nature making the 
investments more volatile. According to the researcher FIIs prefer firms with less concentration of 
promoters shareholding declare high stake of promoters shareholding means poor association with 
corporate governance like weak protection, information asymmetry etc.  
Poshkwale, Sunil and Thapa, Chandra (2007), in this paper have tried to study the impact of foreign 
institutional investments in short and long run on the Indian equity market and the effect of main 
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developments in the US and U.K on the Indian market. The research is based on daily data of return 
from the markets and investments made by FIIs, using VAR analysis and the Johansen’s co 
integration framework. The study examines the co movements of the Indian stock market with the 
major developed stock markets of the US and the UK and the how the foreign portfolio investment 
flows in the Indian stock market influence this process. Using VAR (Impulse Response 
Function an Variance Decomposition) analysis, on daily data from January 2001 till 15 January 2007, 
the researchers find that Indian stock returns are significantly influenced by the short and long term 
innovations in the US and UK stock markets. The short term and long term relationship of the 
Indian stock market with the developed UK and the US stock markets as well as foreign portfolio 
investment flows is confirmed using the Granger causality and Johansen and Jesulius Cointegration 
tests.  
Sheth, A.K. and Varma, Sumati (2007), in this paper studies the macro-economic impact of capital 
flows into India. The variables for the research are drawn on the basis of transmission mechanism 
to see how capital flows are transmitted into the economic system. For the research the researcher 
has used simple regression and Granger’s error correction technique, which analyses long run and 
short run impact together. 
The empirical analysis in this paper indicates that capital flows have had a significant  
impact on the macroeconomic environment in India in the post liberalization period. Capital flows 
have emerged as a significant explanatory variable of almost all financial and real variables that have 
been examined. This has clear policy implications for the management of capital inflows.  
A variety of monetary and fiscal policy measures have been used to handle the deluge of capital 
flows making its way into the economy. The central bank has been intervening in the forex market to 
buy dollars, causing a surge of liquidity in the domestic system with implications for inflation 
management. Along with the finance ministry it has imposed restrictions on inflows of external 
commercial borrowings and simultaneously eased controls on the outflows of funds from the 
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domestic economy. The unremunerated reserve requirements of banks have been raised along with 
the sale of securities to suck out excess liquidity from the system.  
Sheth, A.K. and Varma Sumati (2007), in this paper studies the macro-economic impact of capital 
flows into India. The variables for the research are drawn on the basis of transmission mechanism 
to see how capital flows are transmitted into the economic system. For the research the researcher 
has used simple regression and Granger’s error correction technique, which analyses long run and 
short run impact together. 
The empirical analysis in this paper indicates that capital flows have had a significant  
impact on the macroeconomic environment in India in the post liberalization period. Capital flows 
have emerged as a significant explanatory variable of almost all financial and real variables that have 
been examined. This has clear policy implications for the management of capital inflows.  
A variety of monetary and fiscal policy measures have been used to handle the deluge of capital 
flows making its way into the economy. The central bank has been intervening in the forex market to 
buy dollars, causing a surge of liquidity in the domestic system with implications for inflation 
management. Along with the finance ministry it has imposed restrictions on inflows of external 
commercial borrowings and simultaneously eased controls on the outflows of funds from the 
domestic economy. The unremunerated reserve requirements of banks have been raised along with 
the sale of securities to suck out excess liquidity from the system.  
On the fiscal front there have been two packages of incentives for exporters including lowering the 
interest rate for export credit to offset the effects of the appreciating rupee. 
The empirical analysis in this paper indicates that capital flows have had a significant  
impact on the macroeconomic environment in India in the post liberalization period. Capital flows 
have emerged as a significant explanatory variable of almost all financial and real variables that have 
been examined. This has clear policy implications for the management of capital inflows.  
A variety of monetary and fiscal policy measures have been used to handle the deluge of capital 
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flows making its way into the economy. The central bank has been intervening in the forex market to 
buy dollars, causing a surge of liquidity in the domestic system with implications for inflation 
management. Along with the finance ministry it has imposed restrictions on inflows of external 
commercial borrowings and simultaneously eased controls on the outflows of funds from the 
domestic economy. The unremunerated reserve requirements of banks have been raised along with 
the sale of securities to suck out excess liquidity from the system.  
On the fiscal front there have been two packages of incentives for exporters including lowering the 
interest rate for export credit to offset the effects of the appreciating rupee. 
Knill, A.M.  (2004) in the current paper examines the impact of foreign portfolio investment on the 
financial constraints of smaller firms. The research utilizes a panel of firms from around the globe 
that includes in excess of 1,87,000 firm-year observations from 53 countries. The research 
examines the impact of different measures of foreign portfolio investment on capital issuance 
across countries and firm characteristics, in particular size. The result supports the contention that 
foreign portfolio investment does help to bridge the ‘financing gap’, the  need of external capital, 
through the capital markets. Evidence supporting an indirect path of foreign portfolio investment 
reaching smaller firms through bank lending does not exist. These results are pervasive but 
different in extent across market development, underscoring the significance of a good financial 
system that minimizes the information asymmetry and enhances liquidity as well as property rights. 
According to Saha, Malayendy (2009), in developing countries, like India, there is a great need of 
foreign capital, not only to increase productivity of labour but also to build foreign exchange 
reserves to meet trade deficit. After opening up of borders for capital movement, foreign 
investments in India has grown   Industrial deregulation, a more flexible exchange rate, stronger 
debt and equity markets and lower trade barriers have injected  to this Indian economy and 
dramatically string  her external position. According to the researcher the regulatory bodies in India 
will now face though challenge as the money brought in the FIIs is ‘short term hot money’ which 
means that the investments made FII will be for short term and investments made FII will be for 
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short term and hence, it will bring with it some huge volatility. So, the market regulators have a 
huge rate in checking and maintaining low levels of volatility. FIIs are known to stampede out at 
the slightest of trouble in the host country, leaving in economic in their wake. 
De Santis, R.A. and Ehling, Paul (2007), contributes to the growing literature on foreign direct 
investment (FDI) and to the growing literature on foreign portfolio investment (FPI). Unlike many 
other studies the paper analyzes the inter-linkages between FDI and FPI transactions between 
Germany and the major economies. One important contribution of our paper is that we address the 
joint dynamics of FDI and FPI, making use of a data set from Deutsche Bundesbank that has not 
received much attention.  
The researcher focus on two central research questions: What is the common driving force of FDI and 
FPI flows? Are there any informational linkages between FDI and FPI which would justify the 
joint dynamics?  
The evidence put forward above lends support to the argument that that the most important 
factor determining equity capital flows is the stock market. First, we show that Tobin’s q helps 
explaining the variation of the growth rate of the stock of FDI. Second, researchers show that 
relative foreign equity return and home stock market return explain the variation of the growth rate of 
the stock of FPI.  
Most importantly, they find that information about foreign fundamentals is revealed via direct 
investment. In other words, FDI transactions measured by fitted growth rates of the stock of FDI 
help explaining current growth rates of the stock of FPI. Conversely, actual and past FDI growth 
rate do not help explaining FPI transactions. To our knowledge this observation is the first 
unambiguous evidence that international portfolio investors follow firms’ expected foreign 
investment decisions.  
Finally, the research did not detect any evidence for the argument that swift portfolio investors are 
the first to spot foreign investment opportunities. If there is any simultaneous link between equity FDI 
and equity FPI flows, it could not be found it in the data.  
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Mohan, Rakesh (2008), in this paper states that in most of the period since the mid 1990s, external 
sector developments in India have been marked by strong capital flows. Capital flows to India, 
which were earlier mainly confined to small official concessional finance, gained momentum from 
the 1990s after the initiation of economic reforms. Apart from increase in size, capital flows to 
India have undergone a compositional shift from predominantly official and private debt flows to 
non-debt creating flows in the post reform period. Private debt flows have begun to increase again 
in the more recent period. Though capital flows are generally seen to be beneficial to an economy, a 
large surge in flows over a short span of time in excess of the domestic absorptive capacity can, 
however, be a source of stress to the economy giving rise to upward pressures on the exchange rate, 
overheating of the economy, and possible asset price bubbles. In India, capital flows in the past few 
years have recorded a sharp increase and have been well above the current account deficit, which 
has largely remained modest. This has posed new challenges for monetary and exchange rate 
management. This paper elaborates on various aspects of the capital flows to India and their policy 
implications. 
Recent global developments have considerably heightened the uncertainty surrounding the outlook 
on capital flows to India, complicating the conduct of monetary and liquidity management. In view 
of the strong fundamentals of the economy and massive injections of liquidity by central banks in 
advanced economies, there could be sustained inflows, as in the recent past. If the pressures 
intensify, it may necessitate stepped up operations in terms of capital account management and more 
active liquidity   management   with   all instruments at the command of the Reserve Bank. 
At the same time, it is necessary in the context of recent global events not to exclude the possibility of 
reversals of capital flows due to any abrupt changes in sentiments or global liquidity conditions. In this 
scenario, it is important to be ready to deal with potentially large and volatile outflows along with 
spillovers. In this context, there is headroom with the Reserve Bank to deal with both scenarios in 
terms of the flexibility in the deployment of instruments such as the MSS, the CRR, the SLR and the 
LAF for active liquidity management in both directions, complemented by prudential regulations 
and instruments for capital account management 
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Muhang Issae and Soteli Kombe (2008), suggest that after undergoing a long period of stagnation, 
precipitated by inappropriate economic policies, the Zambian economy has made a positive 
turnaround over the last few years. Of particular significance is the influx of foreign portfolio 
capital into the Government securities market which has grown at a rapid pace since mid-2005. 
This phenomenon appears to have been driven by both “pull” and “push” factors, consistent with 
the vast literature on the drivers of foreign inflows into emerging economies.  The pull factors 
largely relate to the macroeconomic reforms that have improved the country’s policy framework 
and investment climate while the push factors refer to the low yield rates in developed markets 
which has forced international investors to seek alternative investment destinations.  
Among the effects associated with the increase in foreign portfolio inflows has been the rapid 
build-up in international reserves, the strong appreciation of the Kwacha and above target money 
supply growth.  The domestic economy’s increasing integration in international financial markets 
brings several opportunities for the continued growth of the economy. External sources of financing 
could help deepen the local financial markets and provide additional and cheaper funds much 
needed for the country’s investments.  
Although, Zambia’s share of portfolio inflows to emerging economies is minute, it still poses 
serious challenges to policy makers in managing these inflows given the high risk of sudden 
reversals or stoppages. This therefore requires authorities to adopt sound polices which will address 
these concerns. In particular, a stable macroeconomic environment needs to be maintained in order 
to sustain the favourable investment climate and investor confidence. Financial regulation and 
supervision also needs to be strengthened to avert any build ups in balance sheet vulnerabilities of 
the banking sector. For effective surveillance, it is also imperative that authorities improve the 
capacity to collect accurate and timely data regarding the composition and destination of these 
inflows.  
Elgy, P.V. and Johnk, D.W. and Liston D.P. (2010), takes as its starting point that risk aversion, 
measured through the quality spread, plays a role in the flow of foreign corporate portfolio 
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investment into the US. The researchers concur with the supporting literature that country specific  
pull  factors,  such  as  stock  market  return,  remain  of  significant importance  in  explaining  
foreign corporate  portfolio  investment  inflows. However, they propose that other non-economic 
fundamentals such as risk aversion cannot be ignored given that investors’ risk aversion may 
change over time.  In this paper, we examine the effects of positive shocks to stock market return 
and risk aversion on the net bond flow and net stock flow ratios based on VAR models for the 
period from January 1977 to December 2007.  
After conducting the research the researcher find that net corporate bond and stock inflows respond 
positively to innovations in stock market returns.  The empirical results suggest that the net 
corporate bond inflow exhibits a midterm response to risk aversion while the stock inflow does not 
respond to positive shocks in risk aversion. Consistent with previous empirical findings, the results 
show that internal country-specific factors may influence foreign portfolio inflows.  
The researcher found some areas which were drawing a great attention and proposed that further 
research can be done on these issues. It would be insightful to expand the variables to include both 
push and pull factors, as documented in the empirical literature since the absence of key variables 
could lead to an omitted variable bias issue from a modeling standpoint. Further, by expanding our 
variable set, the researcher can explore whether push factors outweigh pull factors in explaining 
corporate portfolio inflows to the US. Incorporating country specific macroeconomic fundamentals 
from the foreign sources of corporate portfolio inflows might offer some insight as to the expected 
continuity of future inflows from said countries in the coming years. Research could also be 
conducted to examine the degree of volatility associated with the foreign inflows.  
According to Akula, Ravi (2011), most of the under developed countries suffer from low level of 
income and capital accumulation. Though, despite this shortage of investment, these countries have 
developed a strong urge for industrialization and economic development.  As we know the need for 
Foreign capital arises due to shortage from domestic side and other reasons. Indian economy has 
experienced the problem of capital in many instances. While planning to start the steel companies 
under government control, due to shortage of resources it has taken the aid of foreign countries. 
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Likewise India has received aid from Russia, Britain and Germany for establishing Bhiloy, 
Rourkela and Durgapur steel plants. The present paper is a modest attempt to study the trends in 
Foreign Institutional Investment into India. It is observed that the FIIs investment has shown 
significant improvement in the liquidity of stock prices of both BSE and NSE. However, there is a 
high degree of positive co-efficient of correlation between FIIs investment and market 
capitalization, FIIs investment and BSE & NSE indices, revealing that the liquidity and volatility 
was highly influenced by FIIs flows. Further, it is also proved that FIIs investment was a significant 
factor for high liquidity and volatility in the capital market prices.  The present study is a modest 
attempt to know the status of FIIs in Indian capital market.  
According to Pal, Parthapratim (2006), the objective of this study is to examine the impact of 
Foreign Portfolio Investment on India’s economy and industry. As FPI essentially interacts with the 
real economy via the stock market, the effect of stock market on the country’s economic 
development will also be examined. The findings of this paper show that the perceived benefits of 
foreign portfolio investment have not been realized in India. From the results of this study it can be 
said that the mainstream argument that the entry of foreign portfolio investors will boost a country's 
stock market and consequently the economy, does not seem be working in India. The influx of FIIs 
has indeed influenced the secondary market segment of the Indian stock market. But the supposed 
linkage effects with the real economy have not worked in the way the mainstream model predicts. 
Instead there has been an increased uncertainty and skepticism about the stock market in this 
country.  
On the other hand, the surge in foreign portfolio investment in the Indian economy has introduced 
some serious problems of macroeconomic management for the policymakers. Uncertainty and 
volatility associated with FPI have not only reduced the degrees of maneuverability available to the 
policymakers but have also forced them to take some measures which impose significant fiscal cost 
on the economy.  
Though this study focuses on India and draws policy implications based on the Indian experience, 
the results and policy implications of this study can be used to draw lessons for other developing 
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which are at the same or similar level of development.  
Durham, J.B (2003), found that in contrast to the empirical literature’s focus on foreign direct 
investment (FDI), the researcher in this study examines the effects of foreign portfolio investment 
(FPI) and “other” foreign investment (OFI) on economic growth using data on 88 countries from 
1977 through 2000.  Most measures suggest that FPI has no effect, and some results indicate that 
OFI has a negative impact on growth that is somewhat mitigated by initial financial and/or legal 
development.  However, these results are questionable due to possible simultaneity bias.  The 
empirical analyses also examine whether non-FDI foreign investment affects growth indirectly.  
FPI does not correlate positively with macroeconomic volatility, but the results indicate that the 
negative indirect effect of OFI through macroeconomic volatility comprises a substantial portion of 
the gross negative effect of OFI on growth.  
Aggarwal, R ,Klapper, Land Wysocki, P.D.(2005), examines the investment allocation choices of 
actively-managed U.S. mutual funds in emerging market equities after the market crises of the 
1990’s.The researchers analyze both country- and firm-level disclosure and institutional policies 
that influence mutual funds’ allocation choices relative to major stock market indices. At the 
country level, researchers find that U.S. funds invest more in open emerging markets with stronger 
accounting standards, shareholder rights, and legal frameworks. At the firm level, U.S. funds are 
found to invest more in firms that adopt discretionary policies such as greater accounting 
transparency and the issuance of an ADR. The results suggest that steps can be taken both at the 
country and the firm level to create an environment conducive to foreign institutional investment.  
Knill, April M. (2005), examines the impact of the volatility of foreign portfolio investment on the 
financial constraints of small firms.  Utilizing a dataset of over 195,000 firm-year observations 
across 53 countries, the researcher examines the impact of foreign portfolio investment instability 
on capital issuance and firm growth across countries and firm characteristics, in particular size.  
After controlling for the endogeneity of foreign portfolio investment instability, as well as for firm-, 
industry- and country-level characteristics such as GDP growth as well as the levels of foreign 
portfolio and direct investment, the researcher found that the volatility of foreign portfolio 
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investment is only significantly associated with a decreased ability to issue publicly-traded 
securities for small firms in years when nations are considered less ‘creditworthy.’  Importantly, the 
volatility of foreign portfolio investment also only hinders the growth of small firms significantly in 
periods when nations are deemed less ‘creditworthy.’  These results underscore both the 
significance of a good financial system that minimizes capital flow volatility as well as the 
influence of property rights and country creditworthiness to instill confidence in foreign investors.  
Lensik et al (1999) examine the impact of uncertain capital flows on the growth of 60 developing 
countries during the 1990’s. They distinguished between total capital flows, official capital flows 
and private capital flows. For the three types of capital flows, they derived a yearly uncertainty 
measure. They have used the yearly uncertainty measures in Ordinary Least Square (OLS) as we as 
Generalized Method of Moments (GMM) estimates, to explain the impact of uncertain capital flows 
on growth. They conclude that both types of estimates suggest that uncertain capital flows have a 
negative effect on financial market and growth in developing countries.  
Rangrajan (2000), investigates the capital flows and its impact on the capital formation and 
economic growth taking into the variable as net private capital flows, net direct investment, net 
official flows, net portfolio investment and other net investments in 22 countries during 1992 to 
2000. If capital inflows were volatile or temporary, the country would have to go through an 
adjustment process in both the real and financial market. Inflows, which take the form of direct 
foreign investment, are generally considered more permanent in character. Capital flows can be 
promoted purely by external factors which may tend to be less sustainable than those induced by 
domestic factors. Both capital inflows and outflows when they are large and sudden have important 
implication for economies. When capital inflows are large, they can lead to an appreciation of real 
exchange rate. He concludes that the capital account liberalization is not a discrete event.  
Khanna (2002) examines the macro economic impact on Indian capital market as well as the 
corporate sector and what is the macro economic effects on inflows of capital to Indian and micro 
economic effects on the capital market during 1989 to 2002. He took the macro variable as FDI, 
FPI, NRI deposits, external assistance and GDP/GDS/GNP. He tells that entry of international 
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capital flows helps to provide greater depth to the domestic capital market and reduce the 
systematic risk of the economy. He argues that advanced for liberalizing capital market for 
liberalizing capital market and opening them to foreign investor are to increase the availability of 
capital with domestic industries and commercial firms. On the other hand, the Indian stock market 
is today largely dominated by a small group of FII’s, are able to move the market by large 
intervened. He concludes that in case of India, the microanalysis of stock market also fails to 
provide any evidence that the entry of FII has reduced the cost of Indian corporate sector.  
Kohli (2003) examines how capital flows affect a range of economic variables such as exchange 
rates, interest rates of foreign exchange reserves, domestic monetary condition and financial system 
in India during the period 1986 to 2001. She has examines how capital inflows induce real 
exchange rate appreciation, stock market and real estate boom, real accumulation and monetary 
expansion as well as effects on production and consumption. She investigates the impact on capital 
flows upon the domestic financial sector in India. Inflows of foreign capital have a significant 
impact on domestic money supply and stock market growth, liquidity and volatility. In conclusion, 
the domestic financial sector that is the banking sector and capital market in the event of a heavy 
inflow of foreign capital in India. Correlation between domestic and foreign financial market 
highlights India’s vulnerability to external financial shocks. For India on the relationship between 
portfolio flows and some stock market indicators suggest that market price are not unaffected by 
capital inflows. So far the difference between net capital inflows and current account deficit has 
been positive in India.  
Kaminsky(2003) examine the characteristics of international capital flows since 1970 and 
summarizes some of the findings of the research conducted in the 1990’s on the effects of 
globalization. Even if international capital flows do not trigger excess volatility in domestic 
financial market, it is still true that large capital flows can spark off inflation in the presence of 
fixed exchange rate. He said globalization allows capital to more to its more attractive destination, 
fuelling higher growth. He suggest that in the short run, globalization triggers bankruptcy of the 
financial system and protracted recession. The exploration of capital flows to emerging markets in 
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the early and mid-1990’s and the recent reversal following the crisis’s. around the globe have 
ignited once again a heated debate on how to manage international capital flows. He indicates 
capital outflows worry policy makers, but so do capital inflows as they may trigger bubbles in asset 
market and foster an appreciation of the domestic currency and a loss of competitiveness.  
Rekha and Dutta, (2009), examined the effects of different sources of institutional investors - both 
domestic and foreign - on the dynamism of Indian capital market in the recent years. The paper 
begins with an understanding of what has been the trend of FIIs and DIIs flow in the Indian capital 
market in the last decade. In this context it has been studied that how FIIs acted as a trigger for the 
Sensex in the recent years. In the next section it has been attempted to look at the correlation 
between the FIIs/DIIs flows into the Indian capital market. The researchers also propose that the 
dynamics of the Foreign Institutional Investors’ (FIIs) investment in Indian capital market is queer 
and is different in debt and equity segments. In particular, it believes that the Domestic Institutional 
Investors (DIIs) provide the much needed support to the market in hours of crisis. Through 
statistical analysis it has been shown that though FIIs constitute a minor portion of the total market 
turnover their confidence levels and strategies become increasingly important to the Indian capital 
market.  
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3.4 Research Problem: 
“THE ROLE of FOREIGN INSTITUTIONAL INVESTORS (FIIs) in INDIAN CAPITAL 
MARKET.”   
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3.5 Objectives of the Study: 
The present study mainly aims to know the exact impact of FIIs on the Indian capital market. 
However the study is also based on the following objectives: 
1. To study the evolution and pattern of Foreign Institutional Investors (FIIs) in the Indian 
Capital Market. 
2. To study the structural changes in the Indian Capital Market with the entry of FIIs. 
3. To study the investment pattern of FIIs and its effect on the Indian Capital Market with 
respect to price change and volatility. 
4. To study the impact of stock market volatility on FII’s investments. 
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3.6 Significance of the Study: 
In an emerging economy like India, capital market is one of the important pillars of growth; the 
measurement of volatility and the factors affecting volatility holds great importance to the 
economy. One such factor that affects the movement of the capital market is FIIs. FIIs were first 
allowed to enter in the Indian capital market in the year 1992 but the first trade happened in the 
year 1993, since then the investment from FIIs became a very important aspect for the Indian 
markets. During the period of last 10 years the Indian capital market has seen some phenomenal 
growth, with the fast growth came huge volatility which shocked the market in the year 2008. Since 
then despite of government and regulatory actions the markets in India are passing through a phase 
of instability and uncertainty. 
The Indian capital market is one the oldest in Asia but still is still considered to be a developing 
market. In the pre-independence era the market was highly dominated by the East India Company, 
but after the independence in 1947 the government of India could not develop the market to its 
potential. Few reasons for such poor development of the market were poor technology high 
dependence on traders, a closed system of trading, and the presence of the market was evident in 
few industrial cities of the country only. It was the time in early 1990s that Indian capital market 
got the attention of the investors and then the growth story is unprecedented. In the duration of 
growth the market saw some great frauds and crashes, but still the growth was unthinkable. In 1994 
NSE started functioning for the first time in India on a screen based automatic order matching 
system followed by BSE which till then enjoyed monopoly in the Indian stock markets. In January 
2008 the market reached 21k mark. Following the US sub-prime crisis the Indian markets showed 
some of the greatest intraday falls it has ever seen. 
In an open economy like India capital market is considered to be one of the most important parts of 
the financial market, a sudden change in the price levels can have some huge and long lasting effect 
on the economy of the country. The price movements in the capital market depend majorly on 
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institutional investors, retail investors and regulators of the market. As the markets in India are now 
moving towards free float the role of regulators is negligible. So, the major driving forces in the 
market remain institutional and retail investors. Retail investors do not have a big part to play in the 
movement of the market as they do not have huge capital to invest. Hence, the major driving force 
that dominate price movements in the Indian markets are institutional investors and due reason the 
movement of institutional investors weather it be domestic or foreign becomes a very important 
factor to be studied. 
As previously stated FIIs stated investing in the year 1993 but the real boom in FII investments 
came in the year 1995 when SEBI allowed pension funds, mutual funds or investment trusts 
incorporated outside India to invest in stocks and debentures listed on the Indian Stock Exchanges. 
Since then FIIs became a very important part of Indian capital market. FIIs now are inevitable part 
of the Indian capital market. Over the last five year the role and dominance if FIIs in the Indian 
capital market, the regulators have attracted a lot of criticism by various parts of the society and 
financial market for inadequate control over FIIs and their role as regulators of the market. 
The study is relevant by the following angles: 
1. The interest of the investor in a country’s capital market depends on the price movement 
and volatility. So, it is very import to study factor that can affect the price movement or 
volatility of the market. Factor like FII is of crucial importance in determining the stability 
of the market. 
2. After the severe crash in 2008 there was a big debate on the role of FIIs in the crash and 
there was a lot said about FIIs becoming the drives of the Indian Capital market. This 
statement also makes it very important to study the quantum of the effect that FIIs has on 
the Indian Market. 
3. If the capital market is highly dominated by FIIs. What actions are taken by government to 
control the activities of FIIs and what are its implications on the Indian market? Is it 
important for the investors of the country are some questions that are very important for 
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any market and to those who are in a controlling position of the market? The study aims at 
solving this problem which makes it extremely important for the capital market and the 
market regulators. 
4. The role of regulators in an open market is very crucial; the regulators in such market are 
responsible for growth, development and stability of the market. In order to ring growth 
and stability together the regulators try to maintain non-dominance condition in the market. 
But when the regulators fail the market crashes which are seen in the Indian markets in 
2008. So, it becomes important to study the role of regulators in designing policies to 
stabilise the market and the implication of the changes in the market regulations on FII 
investment. 
5. FIIs bring in a lot of money with them which can be used by various parties in development 
of economy, but at the same time it is also very crucial for the regulators to keep a check on 
their investment pattern as removal of all funds together can lead to a severe crash 
situation. This can affect the investors’ trust on the market. The instability in the market can 
cause a panic situation which can lead to a huge lose to the economy. 
 
The present study is both explorative as well as descriptive. Accordingly at the planning stage, 
specific objectives were setup to provide the basis of inquiry. In light if those objectives, the scope 
of the study, methodology of data collection, selection of sample scripts and tools of analysis were 
decided.  
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3.7 Hypothesis: 
Some basic assumptions made by the researcher at the time of starting the research are: 
H01: There is no significant impact of FII’s investment on the volatility of Indian capital market. 
H02: There is no significant impact of Capital market volatility on the investments by FIIs. 
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3.8 Research Methodology: 
The present study aims at studying the exact impact of FIIs on the Indian capital market. The data 
used in the research is collected from various secondary sources only. The data used for the 
research work is collected form the official websites of RBI, SEBI, BSE and NSE, So, that 
authenticity of the data can be maintained throughout the research.  
Capital markets can be divided into two major types’ equity and debt. For the research purpose only 
equity portion of the market is taken under consideration. The selection of equity markets was done 
purely because still the debt market in India is dominated by government securities which are 
usually hold by bank are a part of  their mandatory liquidity requirement. On the other hand the 
equity markets in India are highly volatile because of the presence of huge number of investors in 
the market. FIIs registered in India has always liked to invest in equity rather than debt which is 
evident from the data released by SEBI, according to the data debt has never been more than 15-18 
per cent of the cumulative total investments of FIIs. So, to make the research more specific and 
conclusion oriented the research is conducted based on the equity markets only. 
The data used in the research can be divided into two parts; Stock market data and FII data. The 
stock market data includes selected scripts form the Indian stock market. The research considers the 
scripts under BSE-30 (popularly known as SENSEX). SENSEX is selected for the research because 
it is considered to be a bench mark for measuring the performance of the Indian stock markets. The 
variables considered for the Indian stock market is daily data of Closing of SENSEX because End 
Of Day (EOD) data is considered to be the most reliable for any type of research and analysis. The 
data is then checked for stationarity using unit root and stationarity tests, after finding that the 
original data is non-stationarity the difference log series is constructed for the research named 
DSENSEX.  In FII section, the data used is the daily investment data of FIIs, this includes variables 
like FII_IN, FII_OUT, FII_GROSS and FII_NET. These data is also checked for stationarity, the 
net series was fond non stationary.  To generalize the conclusions and to get stationary data the 
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series are again processed. The process included taking LOG of FII_IN and FII_OUT and then 
subtracting it. It is basically is dividing FII_IN and FII_OUT. As known division does not change 
the nature of data it is very easy for the researcher now to compare the two series. As, both the 
series are log series and both are now free from units the comparison becomes really easy and 
justifiable. 
The data is first checked for stationarity using Augmented Dickey-Fuller test and Phillips-Peron 
test followed by KPSS test for stationarity. After checking the series for stationarity the data is 
checked for normal distribution using Kurtosis and Skewness. After checking that the data is 
normally distributed the data is tested for existence of relationship between the two variables. 
Under testing for relationship models like Vector Auto Regression (VAR), Impulse Response 
Function, Variance Decomposition and Granger Causality are used.  
The tests for the relationship confirms whether any relationship exist between FIIs and SENSEX or 
not.   
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3.9 Chapterisation:  
The chapterisation of the research is based on its objectives. The chapters are designed in such a 
format that it is easy to understand to the readers’ of the report. The first chapter contains the 
introduction to the Indian Capital Market and an overview to market. 
The second chapter gives an overview of FIIs it’s the impact on Indian Economy. In third chapter 
represents research methodology that includes the objectives, rationale, methodology and the 
existing literature is reviewed. The fourth chapter deals with the analysis and interpretation of the 
data collected, while in the fifth chapter represents the suggestions, findings and conclusion are 
given.  
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3.10 Limitations of the Study: 
This study has the following limitations: 
1. The research is purely based on the secondary data collected for the official websites of 
RBI, SEBI and BSE but the limitations of secondary data cannot be neglected in this case, 
the conclusions and findings are drawn on the basis of analysis of this data only so, any 
problems with these data can lead to huge changes in the above said. 
2. There is proper care taken to overcome the limitations of the statistical tools used in the 
study but still limitations of the tools used applies to the study also. 
3. The findings, conclusion and suggestions are human interpretations of the data used which 
can be biased. Still the said things are being studied by the guide and peers so the chances of 
biasness can be negated. 
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4.1 Introduction 
Some economists and people think the FIIs affect the economic outcome of a country. To check 
this in the case of India we have divided the economy into three major parts, they are: 
1. Inflation 
2. Exchange Rates and 
3. Capital Markets 
The detailed discussion on all these three will be taken in the later parts. According to Kumar, SSS 
(2008) the major factors that can affect the outcome of an economy depends can be divided into 
micro and macro-economic factors. The macro economic factors like Inflation, Exchange Rate, 
Money Market and Capital Markets are the most important factors to be considered. In the present 
study we will study the three major macro-economic variables mentioned above. The basic analysis 
is done based on the graphical data derived from the monthly data of each of three variables and it 
is compared with monthly net investment by FIIs. Using line chats the movements in both the 
variables are studied, compared and analyzed.  
The basics details and analysis for each of the three variables are as follows: 
4.2 Inflation: 
In economics, inflation is a rise in the general level of prices of goods and services in an economy 
over a period of time. When the general price level rises, each unit of currency buys fewer goods 
and services. Consequently, inflation also reflects an erosion in the purchasing power of money - a 
loss of real value in the internal medium of exchange and unit of account in the economy. A chief 
measure of price inflation is the inflation rate, the annualized percentage change in a general price 
index (normally the Consumer Price Index) over time. Inflation's effects on an economy are various 
and can be simultaneously positive and negative. Negative effects of inflation include a decrease in 
the real value of money and other monetary items over time, uncertainty over future inflation which 
may discourage investment and savings, and if inflation is rapid enough, shortages of goods as 
consumers begin hoarding out of concern that prices will increase in the future. Positive effects 
include ensuring central banks can adjust nominal interest rates (intended to mitigate recessions), 
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and encouraging investment in non-monetary capital projects.  
Economists generally agree that high rates of inflation and hyperinflation are caused by an 
excessive growth of the money supply. Views on which factors determine low to moderate rates of 
inflation are more varied. Low or moderate inflation may be attributed to fluctuations in real 
demand for goods and services, or changes in available supplies such as during scarcities, as well as 
to growth in the money supply. However, the consensus view is that a long sustained period of 
inflation is caused by money supply growing faster than the rate of economic growth. Today, most 
economists favor a low, steady rate of inflation. Low (as opposed to zero or negative) inflation 
reduces the severity of economic recessions by enabling the labor market to adjust more quickly in 
a downturn, and reduces the risk that a liquidity trap prevents monetary policy from stabilizing the 
economy. The task of keeping the rate of inflation low and stable is usually given to monetary 
authorities. Generally, these monetary authorities are the central banks that control monetary policy 
through the setting of interest rates, through open market operations, and through the setting of 
banking reserve requirements. 
Related definitions  
The term "inflation" originally referred to increases in the amount of money in circulation, and 
some economists still use the word in this way. However, most economists today use the term 
"inflation" to refer to a rise in the price level. An increase in the money supply may be called 
monetary inflation, to distinguish it from rising prices, which may also for clarity be called 'price 
inflation'. Economists generally agree that in the long run, inflation is caused by increases in the 
money supply.   
Other economic concepts related to inflation include: deflation - a fall in the general price level; 
disinflation - a decrease in the rate of inflation; hyperinflation - an out-of-control inflationary spiral; 
stagflation - a combination of inflation, slow economic growth and high unemployment; and 
reflation - an attempt to raise the general level of prices to counteract deflationary pressures.  
Since there are many possible measures of the price level, there are many possible measures of 
price inflation. Most frequently, the term "inflation" refers to a rise in a broad price index 
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representing the overall price level for goods and services in the economy. The Consumer Price 
Index (CPI), the Personal Consumption Expenditures Price Index (PCEPI) and the GDP deflator are 
some examples of broad price indices. However, "inflation" may also be used to describe a rising 
price level within a narrower set of assets, goods or services within the economy, such as 
commodities (including food, fuel, metals), financial assets (such as stocks, bonds and real estate), 
services (such as entertainment and health care), or labor. The Reuters-CRB Index (CCI), the 
Producer Price Index, and Employment Cost Index (ECI) are examples of narrow price indices used 
to measure price inflation in particular sectors of the economy. Core inflation is a measure of 
inflation for a subset of consumer prices that excludes food and energy prices, which rise and fall 
more than other prices in the short term. The Reserve Bank of India pays particular attention to the 
core inflation rate to get a better estimate of long-term future inflation trends overall.  
Measures  
Inflation is usually estimated by calculating the inflation rate of a price index, usually the 
Wholesale Price Index. The Wholesale Price Index measures prices of a selection of goods and 
services purchased by a "typical consumer". The inflation rate is the percentage rate of change of a 
price index over time.  
Other widely used price indices for calculating price inflation include the following:  
 Producer price indices (PPIs) which measures average changes in prices received by 
domestic producers for their output. This differs from the CPI in that price subsidization, 
profits, and taxes may cause the amount received by the producer to differ from what the 
consumer paid. There is also typically a delay between an increase in the PPI and any 
eventual increase in the CPI. Producer price index measures the pressure being put on 
producers by the costs of their raw materials. This could be "passed on" to consumers, or it 
could be absorbed by profits, or offset by increasing productivity. In India and the United 
States, an earlier version of the PPI was called the Wholesale Price Index. 
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 Commodity price indices, which measure the price of a selection of commodities. In the 
present commodity price indices are weighted by the relative importance of the components 
to the "all in" cost of an employee. 
 Core price indices: because food and oil prices can change quickly due to changes in 
supply and demand conditions in the food and oil markets, it can be difficult to detect the 
long run trend in price levels when those prices are included. Therefore most statistical 
agencies also report a measure of 'core inflation', which removes the most volatile 
components (such as food and oil) from a broad price index like the CPI. Because core 
inflation is less affected by short run supply and demand conditions in specific markets, 
central banks rely on it to better measure the inflationary impact of current monetary policy.  
Other common measures of inflation are:  
 GDP deflator is a measure of the price of all the goods and services included in gross 
domestic product (GDP). The US Commerce Department publishes a deflator series for US 
GDP, defined as its nominal GDP measure divided by its real GDP measure. 
 Regional inflation: The Indian Statistics Institute breaks down CPI-U calculations down to 
different regions of the India.  
 Historical inflation: Before collecting consistent econometric data became standard for 
governments, and for the purpose of comparing absolute, rather than relative standards of 
living, various economists have calculated imputed inflation figures. Most inflation data 
before the early 20th century is imputed based on the known costs of goods, rather than 
compiled at the time. It is also used to adjust for the differences in real standard of living for 
the presence of technology.  
 Asset price inflation is an undue increase in the prices of real or financial assets, such as 
stock (equity) and real estate. While there is no widely accepted index of this type, some 
central bankers have suggested that it would be better to aim at stabilizing a wider general 
price level inflation measure that includes some asset prices, instead of stabilizing CPI or 
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core inflation only. The reason is that by raising interest rates when stock prices or real 
estate prices rise, and lowering them when these asset prices fall, central banks might be 
more successful in avoiding bubbles and crashes in asset prices.  
Effects of Inflation  
General  
An increase in the general level of prices implies a decrease in the purchasing power of the 
currency. That is, when the general level of prices rises, each monetary unit buys fewer goods and 
services. The effect of inflation is not distributed evenly in the economy, and as a consequence 
there are hidden costs to some and benefits to others from this decrease in the purchasing power of 
money. For example, with inflation, lenders or depositors who are paid a fixed rate of interest on 
loans or deposits will lose purchasing power from their interest earnings, while their borrowers 
benefit. Individuals or institutions with cash assets will experience a decline in the purchasing 
power of their holdings. Increases in payments to workers and pensioners often lag behind inflation, 
especially for those with fixed payments.  
Increases in the price level (inflation) erode the real value of money (the functional currency) and 
other items with an underlying monetary nature.  
Debtors who have debts with a fixed nominal rate of interest will see a reduction in the "real" 
interest rate as the inflation rate rises. The real interest on a loan is the nominal rate minus the 
inflation rate. The formula R = N-I approximates the correct answer as long as both the nominal 
interest rate and the inflation rate are small. The correct equation is r = n/i where r, n and i are 
expressed as ratios (e.g. 1.2 for +20%, 0.8 for -20%). For example if you take a loan where the 
stated interest rate is 6% and the inflation rate is at 3%, the real interest rate that you are paying for 
the loan is 3%. It would also hold true that if you had a loan at a fixed interest rate of 6% and the 
inflation rate jumped to 20% you would have a real interest rate of -14%. Banks and other lenders 
adjust for this inflation risk either by including an inflation premium in the costs of lending the 
money by creating a higher initial stated interest rate or by setting the interest at a variable rate. As 
the rate of inflation decreases, this has the opposite (negative) effect on borrowers.  
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Purchasing power of non-monetary items does not change in spite of variation in national currency 
value. Inflation thus has no effect on the real value of non-monetary items.  
Negative  
High or unpredictable inflation rates are regarded as harmful to an overall economy. They add 
inefficiencies in the market, and make it difficult for companies to budget or plan long-term. 
Inflation can act as a drag on productivity as companies are forced to shift resources away from 
products and services in order to focus on profit and losses from currency inflation. Uncertainty 
about the future purchasing power of money discourages investment and saving. And inflation can 
impose hidden tax increases, as inflated earnings push taxpayers into higher income tax rates unless 
the tax brackets are indexed to inflation.  
With high inflation, purchasing power is redistributed from those on fixed nominal incomes, such 
as some pensioners whose pensions are not indexed to the price level, towards those with variable 
incomes whose earnings may better keep pace with the inflation. This redistribution of purchasing 
power will also occur between international trading partners. Where fixed exchange rates are 
imposed, higher inflation in one economy than another will cause the first economy's exports to 
become more expensive and affect the balance of trade. There can also be negative impacts to trade 
from an increased instability in currency exchange prices caused by unpredictable inflation.  
Cost-push inflation  
High inflation can prompt employees to demand rapid wage increases, to keep up with consumer 
prices. In the cost-push theory of inflation, rising wages in turn can help fuel inflation. In the case 
of collective bargaining, wage growth will be set as a function of inflationary expectations, which 
will be higher when inflation is high. This can cause a wage spiral. In a sense, inflation begets 
further inflationary expectations, which beget further inflation.  
Hoarding  
People buy durable and/or non-perishable commodities and other goods as stores of wealth, to 
avoid the losses expected from the declining purchasing power of money, creating shortages of the 
hoarded goods.  
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Social unrest and revolts  
Inflation can lead to massive demonstrations and revolutions. For example, inflation and in 
particular food inflation is considered as one of the main reasons that caused the 2010-2011 
Tunisian revolution and the 2011 Egyptian revolution, according to many observators including 
Robert Zoellick, president of the World Bank. Tunisian president Zine El Abidine Ben Ali was 
ousted, Egyptian President Hosni Mubarak was also ousted after only 18 days of demonstrations, 
and protests soon spread in many countries of North Africa and Middle East.  
Hyperinflation  
If inflation gets totally out of control (in the upward direction), it can grossly interfere with the 
normal workings of the economy, hurting its ability to supply goods. Hyperinflation can lead to the 
abandonment of the use of the country's currency, leading to the inefficiencies of barter.  
Allocative efficiency  
A change in the supply or demand for a good will normally cause its relative price to change, 
signaling to buyers and sellers that they should re-allocate resources in response to the new market 
conditions. But when prices are constantly changing due to inflation, price changes due to genuine 
relative price signals are difficult to distinguish from price changes due to general inflation, so 
agents are slow to respond to them. The result is a loss of allocative efficiency.  
Shoe leather cost  
High inflation increases the opportunity cost of holding cash balances and can induce people to 
hold a greater portion of their assets in interest paying accounts. However, since cash is still needed 
in order to carry out transactions this means that more "trips to the bank" are necessary in order to 
make withdrawals, proverbially wearing out the "shoe leather" with each trip.  
Menu costs  
With high inflation, firms must change their prices often in order to keep up with economy-wide 
changes. But often changing prices is itself a costly activity whether explicitly, as with the need to 
print new menus, or implicitly.  
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Business cycles  
According to the Austrian Business Cycle Theory, inflation sets off the business cycle. Austrian 
economists hold this to be the most damaging effect of inflation. According to Austrian theory, 
artificially low interest rates and the associated increase in the money supply lead to reckless, 
speculative borrowing, resulting in clusters of malinvestments, which eventually have to be 
liquidated as they become unsustainable. 
Positive  
Labor-market adjustments  
Nominal wages are slow to adjust downwards. This can lead to prolonged disequilibrium and high 
unemployment in the labor market. Since inflation allows real wages to fall even if nominal wages 
are kept constant, moderate inflation enables labor markets to reach equilibrium faster. 
Room to maneuver  
The primary tools for controlling the money supply are the ability to set the discount rate, the rate at 
which banks can borrow from the central bank, and open market operations, which are the central 
bank's interventions into the bonds market with the aim of affecting the nominal interest rate. If an 
economy finds itself in a recession with already low, or even zero, nominal interest rates, then the 
bank cannot cut these rates further (since negative nominal interest rates are impossible) in order to 
stimulate the economy - this situation is known as a liquidity trap. A moderate level of inflation 
tends to ensure that nominal interest rates stay sufficiently above zero so that if the need arises the 
bank can cut the nominal interest rate.  
Mundell-Tobin effect  
The Nobel laureate Robert Mundell noted that moderate inflation would induce savers to substitute 
lending for some money holding as a means to finance future spending. That substitution would 
cause market clearing real interest rates to fall. The lower real rate of interest would induce more 
borrowing to finance investment. In a similar vein, Nobel laureate James Tobin noted that such 
inflation would cause businesses to substitute investment in physical capital (plant, equipment, and 
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inventories) for money balances in their asset portfolios. That substitution would mean choosing the 
making of investments with lower rates of real return. (The rates of return are lower because the 
investments with higher rates of return were already being made before.) The two related effects are 
known as the Mundell-Tobin effect. Unless the economy is already overinvesting according to 
models of economic growth theory, that extra investment resulting from the effect would be seen as 
positive.  
Instability with Deflation  
Economist S.C. Tsaing noted that once substantial deflation is expected, two important effects will 
appear; both a result of money holding substituting for lending as a vehicle for saving. The first was 
that continually falling prices and the resulting incentive to hoard money will cause instability 
resulting from the likely increasing fear, while money hoards grow in value, that the value of those 
hoards are at risk, as people realize that a movement to trade those money hoards for real goods and 
assets will quickly drive those prices up. Any movement to spend those hoards "once started would 
become a tremendous avalanche, which could rampage for a long time before it would spend 
itself." Thus, a regime of long-term deflation is likely to be interrupted by periodic spikes of rapid 
inflation and consequent real economic disruptions. Moderate and stable inflation would avoid such 
a seesawing of price movements.  
Financial Market Inefficiency with Deflation  
The second effect noted by saying is that when savers have substituted money holding for lending 
on financial markets, the role of those markets in channeling savings into investment is 
undermined. With nominal interest rates driven to zero, or near zero, from the competition with a 
high return money asset, there would be no price mechanism in whatever is left of those markets. 
With financial markets effectively euthanized, the remaining goods and physical asset prices would 
move in perverse directions. For example, an increased desire to save could not push interest rates 
further down (and thereby stimulate investment) but would instead cause additional money 
hoarding, driving consumer prices further down and making investment in consumer goods 
production thereby less attractive. Moderate inflation, once its expectation is incorporated into 
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nominal interest rates, would give those interest rates room to go both up and down in response to 
shifting investment opportunities, or savers' preferences, and thus allow financial markets to 
function in a more normal fashion.  
Inflation in India and FIIs 
Now we know the impact of inflation on country’s economy we only have to check whether FIIs 
affect the rate of Inflation or not. For establishing the relationship we have taken the monthly data 
of Inflation and Net_FII investment for the period of 10 years from January 2001 to December 
2010. The data is taken from the RBI handbook of Statistics. 
The line chart looks as under: 
 
Source: RBI Annual report of Statistic and SEBI Composed by researcher 
Figure 4.1 Net FII Investments and Rate of Inflation 
The chat above is a bi-axial chart with two Y-axis. The first axis on the left shows the figures of 
Rate of Inflation whereas the second shows the data for FII investment. The use of bi-axial chats 
helps us to compare both the variables properly and it also helps in deriving a proper relationship.  
From the above chat we can easily make out that FIIs are not responsible for the changes in the rate 
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of inflation, because according to Granger, C.W.J (1969), if FIIs cause Inflation, the pattern of 
movement of Inflation should follow FIIs but as it is not happening. We can conclude that FIIs do 
not cause Inflation. 
On the contrary at certain time it can be seen evidently that FIIs follow the pattern of Inflation. For 
example the rate of inflation reached its peak at 16.220 basis points in January 2010, the FIIs also 
followed the pattern are reached to a high of ` 29506.91 crore, in September 2010. 
 So we can from the above data conclude that on the basis of monthly we cannot establish any 
strong relationship between FIIs and Inflation. 
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4.3 Exchange Rate 
 
Introduction 
In finance, an exchange rate (also known as the foreign-exchange rate, forex rate or FX rate) 
between two currencies is the rate at which one currency will be exchanged for another. It is also 
regarded as the value of one country’s currency in terms of another currency. For example, an 
interbank exchange rate of 47 Indian Rupees (INR, `) to the United States dollar (US$) means that 
`47 will be exchanged for each US$1 or that US$1 will be exchanged for each `47. Exchange rates 
are determined in the foreign exchange market, which is open to a wide range of different types of 
buyers and sellers where currency trading is continuous: 24 hours a day except weekends, i.e. 
trading from 20:15 GMT on Sunday until 22:00 GMT Friday. The spot exchange rate refers to the 
current exchange rate. The forward exchange rate refers to an exchange rate that is quoted and 
traded today but for delivery and payment on a specific future date.  
In the retail currency exchange market, a different buying rate and selling rate will be quoted by 
money dealers. Most trades are to or from the local currency. The buying rate is the rate at which 
money dealers will buy foreign currency, and the selling rate is the rate at which they will sell the 
currency. The quoted rates will incorporate an allowance for a dealer's margin (or profit) in trading, 
or else the margin may be recovered in the form of a "commission" or in some other way. Different 
rates may also be quoted for cash (usually notes only), a documentary form (such as traveller's 
cheques) or electronically (such as a credit card purchase). The higher rate on documentary 
transactions is due to the additional time and cost of clearing the document, while the cash is 
available for resale immediately. Some dealers on the other hand prefer documentary transactions 
because of the security concerns with cash. 
Determinants of exchange rates  
A market based exchange rate will change whenever the values of either of the two component 
currencies change. A currency will tend to become more valuable whenever demand for it is greater 
than the available supply. It will become less valuable whenever demand is less than available 
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supply (this does not mean people no longer want money, it just means they prefer holding their 
wealth in some other form, possibly another currency). Increased demand for a currency can be due 
to either an increased transaction demand for money or an increased speculative demand for 
money. The transaction demand is highly correlated to a country's level of business activity, gross 
domestic product (GDP), and employment levels. The more people that are unemployed, the less 
the public as a whole will spend on goods and services. Central banks typically have little difficulty 
adjusting the available money supply to accommodate changes in the demand for money due to 
business transactions.  
Speculative demand is much harder for central banks to accommodate, which they influence by 
adjusting interest rates. A speculator may buy a currency if the return (that is the interest rate) is 
high enough. In general, the higher a country's interest rates, the greater will be the demand for that 
currency. It has been argued that such speculation can undermine real economic growth, in 
particular since large currency speculators may deliberately create downward pressure on a 
currency by shorting in order to force that central bank to sell their currency to keep it stable. 
(When that happens, the speculator can buy the currency back from the bank at a lower price, close 
out their position, and thereby take a profit.)  
Purchasing power of currency  
The "real exchange rate" (RER) is the purchasing power of a currency relative to another. It is 
based on the GDP deflator measurement of the price level in the domestic and foreign countries (P, 
P
f
), which is arbitrarily set equal to 1 in a given base year. Therefore, the level of the RER is 
arbitrarily set depending on which year is chosen as the base year for the GDP deflator of two 
countries. The changes of the RER are instead informative on the evolution over time of the relative 
price of a unit of GDP in the foreign country in terms of GDP units of the domestic country. If all 
goods were freely tradable, and foreign and domestic residents purchased identical baskets of 
goods, purchasing power parity (PPP) would hold for the GDP deflators of the two countries, and 
the RER would be constant and equal to one. 
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Bilateral vs. effective exchange rate  
Bilateral exchange rate involves a currency pair, while an effective exchange rate is a weighted 
average of a basket of foreign currencies, and it can be viewed as an overall measure of the 
country's external competitiveness.  A nominal effective exchange rate (NEER) is weighted with 
the inverse of the asymptotic trade weights. A real effective exchange rate (REER) adjusts NEER 
by appropriate foreign price level and deflates by the home country price level. Compared to 
NEER, a GDP weighted effective exchange rate might be more appropriate considering the global 
investment phenomenon. 
Uncovered interest rate parity  
Uncovered interest rate parity (UIRP) states that an appreciation or depreciation of one currency 
against another currency might be neutralized by a change in the interest rate differential. If US 
interest rates increase while Japanese interest rates remain unchanged then the US dollar should 
depreciate against the Japanese yen by an amount that prevents arbitrage (in reality the opposite, 
appreciation, quite frequently happens in the short-term, as explained below). The future exchange 
rate is reflected into the forward exchange rate stated today. In our example, the forward exchange 
rate of the dollar is said to be at a discount because it buys fewer Japanese yen in the forward rate 
than it does in the spot rate. The yen is said to be at a premium. UIRP showed no proof of working 
after the 1990s. Contrary to the theory, currencies with high interest rates characteristically 
appreciated rather than depreciated on the reward of the containment of inflation and a higher-
yielding currency. 
Balance of payments model  
This model holds that a foreign exchange rate must be at its equilibrium level - the rate which 
produces a stable current account balance. A nation with a trade deficit will experience reduction in 
its foreign exchange reserves, which ultimately lowers (depreciates) the value of its currency. The 
cheaper currency renders the nation's goods (exports) more affordable in the global market place 
while making imports more expensive. After an intermediate period, imports are forced down and 
exports rise, thus stabilizing the trade balance and the currency towards equilibrium.  
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Like PPP, the balance of payments model focuses largely on trade-able goods and services, 
ignoring the increasing role of global capital flows. In other words, money is not only chasing 
goods and services, but to a larger extent, financial assets such as stocks and bonds. Their flows go 
into the capital account item of the balance of payments, thus balancing the deficit in the current 
account. The increase in capital flows has given rise to the asset market model. 
Asset market model  
The expansion in trading of financial assets (stocks and bonds) has reshaped the way analysts and 
traders look at currencies. Economic variables such as economic growth, inflation and productivity 
are no longer the only drivers of currency movements. The proportion of foreign exchange 
transactions stemming from cross border-trading of financial assets has dwarfed the extent of 
currency transactions generated from trading in goods and services. The asset market approach 
views currencies as asset prices traded in an efficient financial market. Consequently, currencies are 
increasingly demonstrating a strong correlation with other markets, particularly equities. Like the 
stock exchange, money can be made or lost on the foreign exchange market by investors and 
speculators buying and selling at the right times. Currencies can be traded at spot and foreign 
exchange options markets. The spot market represents current exchange rates, whereas options are 
derivatives of exchange rates. 
Exchange Rate of Indian Rupees (`) and FIIs 
Over the past few years the role of FIIs in bringing volatility in exchange rates is debated very 
strongly. People strongly fell that FIIs are responsible for bringing volatility in the rate of ` there 
was a huge debate during 2008 U.S Sub-prime crisis that the depreciation of ` is due to the 
excessive dis investment by FIIs. 
As it is known to everyone that exchange rates are decided based on market conditions of supply 
and demand. Theoretically the excessive purchase or sale by FIIs can lead to a huge changes in 
supply and demand conditions resulting to FOREX Rate volatility e.g. if FIIs purchase in huge 
quantities they will exchange US$ for INR` which will lead to an excess supply of US$ in the 
Indian markets, that will in-turn lead to appreciation of INR(`).  
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For analyzing the exact impact of FIIs on exchange rates we took monthly data of FIIs net 
investment and the exchange rate data of US$ which is the major currency for conversion in India 
for 10 years from January 2001 to December 2010. Both the data are obtained from Handbook of 
Statistics published by RBI year on year. 
The data collected in the processed to get a line chart with two Y axis so that the comparison can be 
done properly. 
The chart hence formed is as under: 
 
Source: RBI Annual report of Statistic and SEBI Composed by researcher  
Figure 4.2 FII Net and Exchange Rates 
From the above chart it is clear that there is no direct relationship between FIIs and exchange rates 
but then also at times some rough relationship may be established. 
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4.4 Capital Market 
A capital market is a market for securities (debt or equity), where business enterprises (companies) 
and governments can raise long-term funds. It is defined as a market in which money is provided 
for periods longer than a year as the raising of short-term funds takes place on other markets (e.g., 
the money market). The capital market includes the stock market (equity securities) and the bond 
market (debt). Money markets and capital markets are parts of financial markets. Financial 
regulators, such as the UK's Financial Services Authority (FSA) or the U.S. Securities and 
Exchange Commission (SEC), Securities and Exchange Board of India (SEBI) oversee the capital 
markets in their designated jurisdictions to ensure that investors are protected against fraud, among 
other duties. Capital markets may be classified as primary markets and secondary markets. In 
primary markets, new stock or bond issues are sold to investors via a mechanism known as 
underwriting. In the secondary markets, existing securities are sold and bought among investors or 
traders, usually on a securities exchange, over-the-counter, or elsewhere.  
Stock market  
 
A stock market or equity market is a public entity (a loose network of economic transactions, not a 
physical facility or discrete entity) for the trading of company stock (shares) and derivatives at an 
agreed price; these are securities listed on a stock exchange as well as those only traded privately.  
The size of the world stock market was estimated at about $36.6 trillion at the beginning of October 
2008. The total world derivatives market has been estimated at about $791 trillion face or nominal 
value, 11 times the size of the entire world economy. The value of the derivatives market, because 
it is stated in terms of notional values, cannot be directly compared to a stock or a fixed income 
security, which traditionally refers to an actual value. Moreover, the vast majority of derivatives 
'cancel' each other out (i.e., a derivative 'bet' on an event occurring is offset by a comparable 
derivative 'bet' on the event not occurring). Many such relatively illiquid securities are valued as 
marked to model, rather than an actual market price.  
The stocks are listed and traded on stock exchanges which are entities of a corporation or mutual 
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organization specialized in the business of bringing buyers and sellers of the organizations to a 
listing of stocks and securities together. The largest stock market in the United States, by market 
capitalization, is the New York Stock Exchange (NYSE). In Canada, the largest stock market is the 
Toronto Stock Exchange. Major European examples of stock exchanges include the Amsterdam 
Stock Exchange, London Stock Exchange, Paris Bourse, and the Deutsche Börse (Frankfurt Stock 
Exchange). In Africa, examples include Nigerian Stock Exchange, JSE Limited, etc. Asian 
examples include the Singapore Exchange, the Tokyo Stock Exchange, the Hong Kong Stock 
Exchange, the Shanghai Stock Exchange, and the Bombay Stock Exchange. In Latin America, there 
are such exchanges as the BM&F Bovespa and the BMV.  
Market participants include individual retail investors, institutional investors such as mutual funds, 
banks, insurance companies and hedge funds, and also publicly traded corporations trading in their 
own shares. Some studies have suggested that institutional investors and corporations trading in 
their own shares generally receive higher risk-adjusted returns than retail investors. 
Bond market  
The bond market is a financial market where participants can issue new debt, known as the primary 
market, or buy and sell debt securities, known as the Secondary market, usually in the form of 
bonds. The primary goal of the bond market is to provide a mechanism for long term funding of 
public and private expenditures. Traditionally, the bond market was largely dominated by the 
United States, but today the US is about 44% of the market. As of 2009, the size of the worldwide 
bond market (total debt outstanding) is an estimated $82.2 trillion, of which the size of the 
outstanding U.S. bond market debt was $31.2 trillion according to Bank for International 
Settlements (BIS), or alternatively $35.2 trillion as of Q2 2011 according to Securities Industry and 
Financial Markets Association (SIFMA). 
References to the "bond market" usually refer to the government bond market, because of its size, 
liquidity, relative lack of credit risk and, therefore, sensitivity to interest rates. Because of the 
inverse relationship between bond valuation and interest rates, the bond market is often used to 
indicate changes in interest rates or the shape of the yield curve. The yield curve is the measure of 
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"cost of funding".  
Types of bond markets  
The Securities Industry and Financial Markets Association (SIFMA) classifies the broader bond 
market into five specific bond markets.  
 Corporate  
 Government & agency 
 Municipal  
 Mortgage backed , asset backed, and collateralized debt obligation  
 Funding  
FIIs and Indian Capital Market 
As discussed both the equity and stock markets are important for any capital market, but many 
nations around the world the debt markets are not well developed and are majorly dominated by 
Government Securities (G-Sec). The debt markets dominated by G-Sec do not respond to changes 
in micro economic conditions. So, for a debt market like India which is majorly dominated by G-
Sec the investment of FIIs may not affect the outcome of the entire market. Hence the research 
focuses majorly on stock markets only. The Indian stock markets are majorly dominated by two 
exchanges the BSE an NSE. The Bombay Stock Exchange or BSE is the older and more popular 
exchange. On the other hand NSE is new bust growing fast. The major Indices in India are BSE 
SENSEX & NSE NIFTY50 both these indices are very popular and are considered to be the mirror 
of the Indian Stock Market. Out the two the current research is based on the data of BSE SENSEX. 
The data used for analysis of whether FIIs affect Indian stock markets is the monthly data of 10 
years from January 2001 to December 2010. The data is tabulated first and then a line chart is made 
to study whether FIIs affect the outcome of Indian stock markets or not, based on the data and chart 
the conclusions are drawn. 
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Source: RBI Annual report of Statistic and SEBI Composed by researcher 
Figure 4.3 FII Net and SENSEX 
From the above chart it looks like net FII does cause the SENSEX near January 2008 to July 2009, 
but the results are just indicative and the relationship can only be established after the detailed tests 
are conducted.  
 
Conclusion 
From the above research it is evident that all these three factors namely inflation, exchange rate and 
capital market has a deep reaching effect on the economy. After detailed research it was established 
that FIIs do not affect the changes in inflation and exchange rates however in case of SENSEX 
there has been some effect seen in between January 2008 and July 2009. So here the researcher 
concludes that FIIs do not have a deep reaching effect on the Indian economy. 
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CHAPTER-5 
DATA ANALYSIS AND INTERPRTATION 
5.1. INTRODUCTION 
5.2. DATA COLLECTION METHODOLOGY AND PROCESSING 
5.3. PRE-ANALYSIS CHECKING OF DATA 
5.3.1. TEST OF STATIONARITY/UNIT ROOT 
5.3.1.1. AUGMENTED DICKEY-FULLER TEST 
5.3.1.2. PHILLIPS-PERON TEST 
5.3.1.3. KWIATKOWSKI, PHILLIPS, SCHMIDT AND SHIN 
(KPSS) 
5.3.2. TESTING FOR NORMALITY OF THE DATA 
   5.3.2.1.    SKEWNESS 
   5.3.2.2.     KURTOSIS 
5.3.3. TESTING FOR SELECTION OF PROPER LAG LENGTH 
   5.3.3.1.     AKAIKE INFORMATION CRITERIA 
   5.3.3.2.     BAYESIAN INFORMATION CRITERIA 
   5.3.3.3.     HANNAN-QUINN INFORMATION CRITERIA 
5.4. FINAL TESTING OF DATA AND ESTABLISHING    
RELATIONSHIP 
      5.4.1.   VECTOR AUTO-REGRESSION 
      5.4.2.   IMPULSE RESPONSE FUNCTION. 
      5.4.3.    VARIANCE DECOMPOSITION 
      5.4.4     GRANGER CAUSALITY TEST 
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5.1 Introduction 
Investment by FIIs whether in-word or out-word has been always a matter of debate in the Indian 
market. The protective mentality of the investors in India has always led to criticism about the 
functioning of regulators of the market in controlling volatility of the market. According most of the 
Indian investors the volatility in the Indian markets is due to the following reasons. 
1. Weak market structure 
2. Lack of efficient government regulations 
3. Vague investment norms & regulatory policy for FII investments 
4. Unrestricted movement of foreign exchange rates 
5. High rate of Inflation 
6. Unstable government policies etc. 
             
Out of all theses variable the influence of FII is considered to one of the most significant on the Indian 
market. Over the last one decade investors in India has criticized FIIs the most for bringing volatility in 
Indian markets. 
 The present study is based on studying the role that FII plays in bringing volatility to the Indian 
market. The research work is purely based on time series analysis. “Time series is a sequence of data 
points measured typically at successive time instants spaced at uniform time.” Time series analysis 
comprises methods for analyzing time series data in order to get extract and meaningful statistics and 
characteristics of data. Capital market consists of both equity and debt markets, but during the major 
part of the research we have found that the movement of FII is very low in debt markets and the 
chances of FII bringing volatility in debt market is negligible. So, for this research the design focuses 
on the study of stock markets and the study of Net FII investments. 
Considering the fact that the research has only two major variables (series) to be studied. The study 
requires stationary series, for proper tests to be applied and the conclusions to be generalized. The 
research starts with converting the non-stationary data to stationary data. For the conversion of data 
tools like log and difference log are used which will be discussed in the next part of this chapter. After 
the creation of processed stationary time series the data series is checked for normality of distribution, 
so, that testing of data can be carried out. Next the Vector Auto Regression Test is applied with 10 
lags, after applying VAR the tests for selection of lag length is carried out. After the selection of lag 
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length a fresh vector auto-regression test is conducted with proper lag length and then models like 
Impulse response function, variance decomposition and Granger Causality are conducted to establish a 
relationship. 
 In the final part of this chapter we will conclude the research finding and will prepare a summary of 
the final results. 
5.2 Data Collection Methodology and Data Processing- 
The data used for the research is the closing value of SENSEX, which is obtained from the website of 
BSE (Bombay Stock Exchange) for the period from 1
st
 January 2001 to 31
st
 December 2010. Then the 
data obtained is checked for stationarity using various unit root and stationarity tests. It was found that 
the un-processed data was non-stationary and hence, cannot be processed further. So, then the series of 
data obtained is processed to obtain differenced log series obtained using the formula 
DSENSEX=d log (close,1) 
Where, 
DSENSEX is the New Differenced Log Series and 
Close is Daily closing value of SENSEX 
After changing the data to log differenced form the series is again checked for unit roots, stationarity 
and for Kurtosis and Skewness. 
Then, in the next step the data of daily investment by FIIs in India is taken from the website of 
Securities Exchange Board of India (SEBI) for the same period as above and checked for unit roots and 
stationarity. The results so obtained show that the un-processed data is neither stationary nor normally 
distributed. For, changing the daily data of FIIs to stationary and normal form it is processed. For 
processing we have taken the data of net purchase & net sales. Then we generated the new series using 
the formula   
FIIN=log p-log s, 
Where, 
FIIN is the new series generated which is indicative of Net Investments by FIIs in India 
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P is the daily Net Purchase by FIIs 
S is the daily Net Sales by FIIs 
The term FIIN basically signifies the exact quantum of investment done by FIIs, because the operation 
on the data is basically net purchase divided by net sales so we can easily get the exact quantum of the 
investment for analysis. 
5.3 Pre-Analysis Testing of Data- 
As discussed earlier few basic tests are to be performed on the time series so that the data can be 
analyzed, interpreted properly and the results can be generalized. The major tests to be applied for such 
purpose are- 
5.3.1 Test of Stationarity or the Unit Root Test- 
“A test of stationarity or non-stationarity that has widely become popular over the past many years is 
the unit root test.”  We will first understand the concept of unit root test and then will apply it on the 
data. 
To start with let us consider a unit root stochastic process that resembles Markov first-order 
autoregressive process or let us write the Random Walk Model (RWM) as:         
                                                                                           (5.3.1) 
Where, 
Yt and Yt-1 are the price of security at time t and t-1 respectively, ρ is the coefficient of auto-
covariance and    is the error term.  
If     then the process becomes RWM (without drift). If in fact ρ becomes 1, we face a problem of 
what we know as unit root and that is a situation of non-stationarity. 
However if | |    that is the absolute value of   is less than 1 it can be shown that    is stationary.  
So, to check whether the process is stationary or not we can simply regress    on its lagged value      
and find out, if the estimated ρ = 1? If it is, then    is non-stationary. For theoretical reasons we 
manipulate (5.3.1) to obtain: 
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                                                  (   )     
This can be re-written as: 
                                                                               (5.3.2) 
Where,   (   ) and  as usual is the first difference operator. 
In practice therefore, instead if estimating (5.3.1) we estimate (5.3.2) and test the null hypothesis 
   . So, if     then     that is we have unit root, meaning the time series under 
consideration is non-stationary.  
Now let us understand the estimation of (5.3.2). This is simple enough; all we have to do is to take the 
first difference of    and regress them on      and see if the estimated slop of the coefficients in the 
regression (  ̂) is zero or not. If it is zero we conclude that    is stationary. Now the only question is 
which test we use to find out the estimated coefficient of       in (5.3.2) is zero or not. We might be 
tempted say let us use the usual t test. Unfortunately, under the null hypothesis     (       )  
the t-value of the estimated coefficient of       does not follow the t distribution even in large 
samples; that is it does not have asymptotic normal distribution.  
5.3.1.1 The Augmented Dickey-Fuller (ADF) Test- 
In conducting the normal Dickey-Fuller test it was assumed that the error terms    are un-correlated. 
But in case where error terms    are correlated Dickey and Fuller developed a test known as the 
Augmented Dickey-Fuller (ADF) test. The test is conducted by ‘augmenting’ the preceding equations 
by adding the lagged values of the dependent variable   . To be specific if we use: 
                                                                                           (5.3.1.1) 
The ADF test here consists of estimating the following regression: 
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                                           (       ) 
                  
Where,    is pure white noise error term and                   etc. The number of lagged 
difference term to include is often determined empirically, the idea being to include enough terms, so 
that the error term in (5.3.1.2) is serially uncorrelated.  
In the present research the variables are checked for unit roots using ADF test. The criterion for 
selection of lag length is taken to be the Schwarz Information Criteria.  
Table 5.1 Augmented Dickey-Fuller Test Statistics for Selected Series 
 t-statistic p-value 
DSENSEX -36.46751** 0.00000 
FIIN -18.52077** 0.00000 
The null hypothesis for this test is that the series has a unit root. But in both the cases the null 
hypothesis is rejected a 5% level of significance. The p-value also indicates that the null hypothesis is 
rejected in both the cases at 5% level significance (critical value being -2.862512), which means that 
the data series does not contain a unit root. The absence of unit root means that the series is stationary 
and can be used for further analysis.  
5.3.1.2 Phillips-Peron Unit (PP) Root Test  
An important assumption of the conventional Dickey-Fuller test is that the error terms    are 
independently and identically distributed. The ADF test adjusts the DF test to take care of possible 
serial correlation in error terms by adding the lagged difference terms of the regressand. Phillips-Peron 
use non-parametric statistical methods to take care of serial correlation in the error terms without 
adding lagged difference terms. Since the asymptotic distribution of PP test is same as the ADF test 
statistics. The results may not show a great difference at times.  
In this research the data series are checked for unit root using the PP test also. The criterion for the 
selections of lag length for PP test is selected using the Schwarz Information Criteria. 
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Table 5.2 Phillips-Peron Test Statistics for the Selected Series 
 Adj. t-statistic p-value 
DSENSEX -45.77146** 0.00001 
FIIN -43.21776** 0.00000 
 
The null hypothesis for this test is that the series has a unit root. But in both the cases the null 
hypothesis is rejected a 5% level of significance. The p-value also indicates that the null hypothesis is 
rejected in both the cases at 5% level significance (critical value being -2.862512), which means that 
the data series does not contain a unit root. The absence of unit root means that the series is stationary 
and can be used for further analysis. 
5.3.1.3 Kwiatkowski, Phillips, Schmidt and Shin (KPSS) Test of Stationarity 
The ADF and PP unit root tests are for the null hypothesis that at time    is I (1). The stationarity tests 
on the other hand, are for the null hypothesis that    is I (0). The most commonly used test for 
stationarity is the KPSS test which is derived as: 
    
          
                 (    
 ) 
Where,   contains deterministic components (constant or constant pus time trend),    is I(0) and may 
be heteroskedastic. It is to be noticed that    is a pure random walk with innovation variance    . The 
null hypothesis is that    is I (0) is formulated as       
   , which implies that    is a constant. 
Although not directly apparently, this null hypothesis also implies a moving average root in the ARMA 
representation of    . The KPSS test statistic is the Lagrange multiplier (LM) or score statistic for 
testing   
    against the alternative that   
    and is given by: 
     (   ∑ ̂ 
 
 
   
)  ̂ ⁄                                                            (       )                          
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Where, 
 ̂  ∑ ̂ 
 
   
 
   is the residual of a regression of    on    and  ̂
  is a consistent estimate of long run variance of 
  . Under the null hypothesis    is I (0), Kwiatkowski, Phillips, Schmidt and Shin show that KPSS 
test converges to a function of standard Brownian Motion that depends on the form of deterministic 
terms   but not their coefficient value  . In particular when      then: 
    
 
→ ∫   ( )  
 
 
                                                                       (       ) 
Where,   ( )   ( )    ( ) and W(r) is a standard Brownian motion for   [   ]  If 
   (   )
  then 
    
 
→ ∫   ( )  
 
 
                                                                       (       ) 
Where   ( )   ( )   (    ) ( )    ( 
   )∫  ( )   
 
 
  
The present study carries out the KPSS test using Eviews 7.2 which stimulates and gives the critical 
values for each of the variables otherwise the critical values needs to be stimulated. The results of the 
test carried out are as follows: 
Table 5.3  Kwiatkowski, Phillips, Schmidt and Shin (KPSS) Test Statistics for Selected Series 
 LM-Statistic 
DSENSEX 0.114795** 
FIIN 0.196775* 
 
** accepted at 5% level of significance. 
*  accepted at 1% level of significane. 
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The null hypothesis for the KPSS test is the series of data is stationary. So, in order to prove that the 
data is stationary we have to accept the null hypothesis. According to the results we found that 
DSENSEX is stationary at 5% level of significance (the critical value being 0.463000). But the series 
FIIN is stationary at 1% level of significance (the critical value being 0.216000). So, from the results of 
KPSS test it is evident that both the series are stationary and they can now be processed finally to 
obtain proper conclusion. 
5.3.2 Testing for the Normality of the data: 
5.3.2.1 Skweness: 
In probability theory and statistics, skewness is a measure of the asymmetry of the probability 
distribution of a real-valued random variable. The skewness value can be positive or negative, or even 
undefined. Qualitatively, a negative skew indicates that the tail on the left side of the probability 
density function is longer than the right side and the bulk of the values (possibly including the median) 
lie to the right of the mean. A positive skew indicates that the tail on the right side is longer than the 
left side and the bulk of the values lie to the left of the mean. A zero value indicates that the values are 
relatively evenly distributed on both sides of the mean, typically but not necessarily implying a 
symmetric distribution. 
Table 5.4 Skewness of the selected Data Series 
 Skewness Prob. 
DSENSEX 0.041285 0.4032 
FIIN 1.047227 0.0000 
 
From the above results, it is evident that the data follows normal distribution and hence, it can be used 
for further analysis. 
5.3.2.2 Kurtosis: 
In probability theory and statistics, kurtosis (is any measure of the "peakedness" of the probability 
distribution of a real-valued random variable. In a similar way to the concept of skewness, kurtosis is a 
descriptor of the shape of a probability distribution and, just as for skewness, there are different ways 
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of quantifying it for a theoretical distribution and corresponding ways of estimating it from a sample 
from a population.  
One common measure of kurtosis, originating with Karl Pearson, is based on a scaled version of the 
fourth moment of the data or population, but it has been argued that this measure really measures 
heavy tails, and not peakedness. For this measure, higher kurtosis means more of the variance is the 
result of infrequent extreme deviations, as opposed to frequent modestly sized deviations. It is common 
practice to use an adjusted version of Pearson's kurtosis, the excess kurtosis, to provide a comparison 
of the shape of a given distribution to that of the normal distribution. Distributions with negative or 
positive excess kurtosis are called platykurtic distributions or leptokurtic distributions respectively.  
Alternative measures of kurtosis are: the L-kurtosis, which is a scaled version of the fourth L-moment; 
measures based on 4 population or sample quantiles. These correspond to the alternative measures of 
skewness that are not based on ordinary moments. 
Table 5.5 Kurtosis of the selected Data Series 
 Kurtosis Prob. 
DSENSEX 10.66820 0.0000 
FIIN 13.79670 0.0000 
 
The results above show that the series under consideration follows normal distribution and hence, can 
be used for further analysis. 
5.3.3 Testing for Selection of Proper Lag Length: 
The selection of proper lag length is a very important part of a time series analysis. As the selection of 
an improper lag length can directly affect the outcome of other tests, like VAR, Impulse response, 
Variance Decomposition and Granger Causality. In the present research three major criteria for 
selection of lag length are used will be discussed in the later stages of the report.  
We know that one of the measure of goodness of fit of a regression model is R
2 
which as we know is 
defined as: 
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Where, ESS is Expected Sum of Squares, TSS is Total Sum of Squares and RSS is Residual Sum of 
Squares. 
Thus, the value of R
2
 has to be between 0 and 1. The closer the value is to 1 the better, the fit is. But 
some basic problems with R
2
 are: 
i. It measures in-sample goodness of fit in the sense how close an estimated Y value is to the 
actual value in the given sample. There is no guarantee that it will forecast well in out of the 
sample observations. 
ii. In comparing two or more R2’s the dependent variable or regressand must be the same. 
iii. R2 cannot fall when more variables are added in a model. 
To overcome these problems the research uses three information criteria based models. So, that the 
methodology for the selection of lag length is proper. 
 5.3.3.1 Akaike information criterion  
The Akaike information criterion is a measure of the relative goodness of fit of a statistical model. It 
was developed by Hirotsugu Akaike, under the name of "an information criterion" (AIC), and was first 
published by Akaike in 1974. It is grounded in the concept of information entropy, in effect offering a 
relative measure of the information lost when a given model is used to describe reality. It can be said to 
describe the tradeoff between bias and variance in model construction, or loosely speaking between 
accuracy and complexity of the model. AIC values provide a means for model selection. AIC does not 
provide a test of a model in the sense of testing a null hypothesis; i.e. AIC can tell nothing about how 
well a model fits the data in an absolute sense. If the entire candidate models fits poorly, AIC will not 
give any warning of that.  
Definition  
In the general case, the AIC is  
AIC = 2k – 2l 
where k is the number of parameters in the statistical model, and L is the maximized value of the 
likelihood function for the estimated model.  
Given a set of candidate models for the data, the preferred model is the one with the minimum AIC 
value. Hence AIC not only rewards goodness of fit, but also includes a penalty that is an increasing 
function of the number of estimated parameters. This penalty discourages overfitting (increasing the 
number of free parameters in the model improves the goodness of the fit, regardless of the number of 
free parameters in the data-generating process). AIC is founded in information theory. Suppose that the 
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data is generated by some unknown process f. We consider two candidate models to represent f: g1 and 
g2. If we knew f, then we could find the information lost from using g1 to represent f by calculating the 
Kullback-Leibler divergence, D KL(f,g1); similarly, the information lost from using g2 to represent f 
would be found by calculating D KL(f,g2). We would then choose the candidate model that minimized 
the information loss. 
We cannot choose with certainty, because we do not know f. Akaike (1974) showed, however, that we 
can estimate, via AIC, how much more (or less) information is lost by g1 than by g2. It is remarkable 
that such a simple formula for AIC results. The estimate, though, is only valid asymptotically; if the 
number of data points is small, then some correction is often necessary. 
How to apply AIC in practice  
AIC estimates relative support for a model. To apply this in practice, we start with a set of candidate 
models, and then find the models' corresponding AIC values. There will almost always be information 
lost due to using one of the candidate models to represent the "true" model. We wish to select, from 
among R candidate models, the model that minimizes the information loss. We cannot do this exactly, 
but we can minimize the estimated information loss. Denote the AIC values of the candidate models by 
AIC1, AIC2, AIC3,….., AICR. Let AICmin be the minimum of those values. Then exp((AICmin−AICi)/2) 
can be interpreted as the relative probability that the i
th
 model minimizes the (estimated) information 
loss.  
As an example, suppose that there were three models in the candidate set, with AIC values 100, 102, 
and 110. Then the second model is exp((100−102)/2) = 0.368 times as probable as the first model to 
minimize the information loss, and the third model is exp((100−110)/2) = 0.007 times as probable as 
the first model to minimize the information loss. In this case, we might omit the third model from 
further consideration and take a weighted average of the first two models, with weights 1 and 0.368, 
respectively. Statistical inference would then be based on the weighted multi-model. 
If all the models in the candidate set have the same number of parameters, then using AIC might at first 
appear to be very similar to using the likelihood-ratio test. There are, however, important distinctions. 
In particular, the likelihood-ratio test is valid only for nested models whereas AIC (and AICc) has no 
such restriction. The quantity exp((AICmin−AICi)/2) is the relative likelihood of model i.  
The in Eviews for using the AIC first VAR test has to be applied on the data. So, for carrying out the 
AIC we first tested the data for VAR analysis with 8 lag length and then carried out the test for lag 
length selection the result of which is shown in Table 5.6. 
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5.3.3.2 Bayesian Information Criterion  
In statistics, the Bayesian information criterion (BIC) or Schwarz criterion (also SBC, SBIC) is a 
criterion for model selection among a finite set of models. It is based, in part, on the likelihood 
function, and it is closely related to Akaike information criterion (AIC).  
When fitting models, it is possible to increase the likelihood by adding parameters, but doing so may 
result in over fitting. The BIC resolves this problem by introducing a penalty term for the number of 
parameters in the model. The penalty term is larger in BIC than in AIC.  
The BIC was developed by Gideon E. Schwarz, who gave a Bayesian argument for adopting it. It is 
closely related to the Akaike information criterion (AIC). In fact, Akaike was so impressed with 
Schwarz's Bayesian formalism that he developed his own Bayesian formalism, now often referred to as 
the ABIC for "a Bayesian Information Criterion" or more casually "Akaike's Bayesian Information 
Criterion". 
Mathematically  
The BIC is an asymptotic result derived under the assumptions that the data distribution is in the 
exponential family. Let:  
 x = the observed data;  
 n = the number of data points in x, the number of observations, or equivalently, the sample size; 
•  k = the number of free parameters to be estimated. If the estimated model is a linear 
regression, k is the number of  
 regressors, including the intercept;  
 p(x|k) = the probability of the observed data given the number of parameters; or, the likelihood 
of the parameters  
 given the dataset;  
 L = the maximized value of the likelihood function for the estimated model. The formula for 
the BIC is: 
     ( |  )                  ( )  
Under the assumption that the model errors or disturbances are independent and identically distributed 
according to a normal distribution and that the boundary condition that the derivative of the log 
likelihood with respect to the true variance is zero, this becomes (up to an additive constant, which 
depends only on n and not on the model): 
        (   ̂)      ( )  
Where,    ̂   is the error variance.  
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The error variance in this case is defined as  
   ̂  
 
 
∑(    ̅)
 
 
   
 
One may point out from probability theory that     ̂ is a biased estimator for the true variance,  
 . Let 
   ̂ denote the unbiased form of approximating the error variance. It is defined as  
   ̂  
 
   
∑(    ̅)
 
 
   
 
Additionally, under the assumption of normality the following version may be more tractable  
             ( )  
Note that there is a constant added that follows from transition from log-likelihood to    ; however, in 
using the BIC to determine the "best" model the constant becomes trivial.  
Given any two estimated models, the model with the lower value of BIC is the one to be preferred. The 
BIC is an increasing function of  
  and an increasing function of k. That is, unexplained variation in 
the dependent variable and the number of explanatory variables increases the value of BIC. Hence, 
lower BIC implies either fewer explanatory variables, better fit, or both. The BIC generally penalizes 
free parameters more strongly than does the Akaike information criterion, though it depends on the size 
of n and relative magnitude of n and k. It is important to keep in mind that the BIC can be used to 
compare estimated models only when the numerical values of the dependent variable are identical for 
all estimates being compared. The models being compared need not be nested, unlike the case when 
models are being compared using an F or likelihood ratio test.  
Characteristics of the Bayesian information criterion  
1. It is independent of the prior or the prior is "vague" (a constant).  
2. It can measure the efficiency of the parameterized model in terms of predicting the data. 
3. It penalizes the complexity of the model where complexity refers to the number of parameters 
in model.  
4. It is approximately equal to the minimum description length criterion but with negative sign. 
5. It can be used to choose the number of clusters according to the intrinsic complexity present in 
a particular dataset.  
6. It is closely related to other penalized likelihood criteria such as RIC and the Akaike 
information criterion. 
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From the above discussion it is clear that even though the BIC is not very different from AIC the 
results are different and more acceptable in case of BIC. Similar to AIC for BIC also first VAR and 
then only the test for selection of Lag length can be executed. The VAR test for BIC is also carried out 
with 8 Lag lengths. The results of BIC is also shown in the Table 5.6 
5.3.3.3 Hannan-Quinn Information Criterion  
In statistics, the Hannan-Quinn information criterion (HQC) is a criterion for model selection. It is an 
alternative to Akaike information criterion (AIC) and Bayesian information criterion (BIC). It is given 
as  
        (
   
 
)                
where k is the number of parameters, n is the number of observations, and RSS is the residual sum of 
squares that results from linear regression or other statistical model.  
Burnham & Anderson (2002) say that HQC, "while often cited, seems to have seen little use in 
practice". They also note that HQC, like BIC, but unlike AIC, is not an estimator of Kullback-Leibler 
divergence. Claeskens & Hjort (2008) note that HQC, like BIC, but unlike AIC, is not asymptotically 
efficient, and further point out that whatever method is being used for fine-tuning the criterion will be 
more important in practice than the term log log n, since this latter number is small even for very large.  
As discussed earlier HQC is a criterion which can used as an alternative of AIC and BIC. The results of 
HQC are also shown in Table 5.6. 
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Table: 5.6 VAR Lag Order Selection Criteria 
VAR Lag Order Selection Criteria     
Endogenous variables: DSENSEX 
NET      
Exogenous variables: C      
Sample: 1/01/2001 12/30/2010     
Included observations: 2460     
       
       Lag LogL LR FPE AIC BIC HQ 
       
       0 7566.043 NA 7.32e-06 -6.149628 -6.144906 -6.147913 
1 7911.746 690.5634 5.54e-06 -6.427436 -6.413270 -6.422289 
2 7970.315 116.8995 5.30e-06 -6.471801 -6.448191 -6.463222 
3 8004.148 67.47373 5.17e-06 -6.496055 -6.463002* -6.484045* 
4 8007.718 7.114040 5.18e-06 -6.495706 -6.453209 -6.480265 
5 8014.272 13.04997 5.17e-06 -6.497782 -6.445842 -6.478910 
6 8018.619 8.647071 5.16e-06 -6.498064 -6.436680 -6.475760 
7 8028.506 19.65377* 5.14e-06* -6.502850* -6.432022 -6.477115 
8 8030.182 3.328024 5.15e-06 -6.500961 -6.420689 -6.471794 
       
        * indicates lag order selected by the criterion    
 LR: sequential modified LR test statistic (each test at 5% level)   
 FPE: Final prediction error     
 AIC: Akaike information criterion     
 BIC: Bayesian information criterion     
 HQ: Hannan-Quinn information criterion    
       
From the above table we can conclude that according to the AIC criterion the Lag length selected is 7 
but according to the BIC and HQC the lag length selected is 3. As we know that BIC is the advanced 
version of testing to AIC we will consider the results of BIC and HQC for conducting the further 
research. 
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5.4 Final Testing of Data for Establishing the Final Relationship: 
The final testing of Data for establishing the relationship is mainly based on Vector Auto Regression 
(VAR) analysis. The major tests conducted for establishing the relationship between the movement of 
SENSEX and net FII investments are basic VAR, Impulse Response Function, Variance 
Decomposition, and Granger Causality Tests. These tests will ensure that the proper relationship 
between both the variables is established and tested properly. All the tests mentioned above are 
discussed in the later parts of this chapter. 
5.4.1 Vector Auto-Regression  
Vector Auto-Regression (VAR) is a statistical model used to capture the linear interdependencies 
among multiple time series. VAR models generalize the univariate autoregression (AR) models. All 
the variables in a VAR are treated symmetrically; each variable has an equation explaining its 
evolution based on its own lags and the lags of all the other variables in the model. VAR modeling 
does not require expert knowledge, which previously had been used in structural models with 
simultaneous equations.  
Definition  
A VAR model describes the evolution of a set of k variables (called endogenous variables) over the 
same sample period (t = 1, ..., T) as a linear function of only their past evolution. The variables are 
collected in a k × 1 vector yt  which has as the i
th
 element yi,t the time t observation of variable yi. For 
example, if the i
th
 variable is GDP, then yi,t is the value of GDP at t.  
 
A (reduced) p-th order VAR, denoted VAR(p), is  
                               
Where c is a k × 1 vector of constants (intercept), Ai is a k × k matrix (for every i = 1, ..., p) and et is a 
k × 1 vector of error terms satisfying 
1. E(et) = 0 — every error term has mean zero; 
2. E(,     
 ) = Ω — the contemporaneous covariance matrix of error terms is Ω (a k × k positive-
definite matrix); 
3. E(       
 ) = 0 for any non-zero k — there is no correlation across time; in particular, no serial 
correlation in individual error terms. Hatemi-J (2004) for multivariate tests for autocorrelation 
in the VAR models. 
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The l-periods back observation yt−l is called the l-th lag of y. Thus, a pth-order VAR is also called a 
VAR with p lags. Especial attention needs to be given to the lag choosing process in the VAR model 
because all inference is dependent on the selected lag order. For new literature on this issue see Hacker 
and Hatemi-J (2008) and Hatemi-J and Hacker (2009).  
Order of integration of the variables  
Note that all the variables used have to be of the same order of integration. We have so the following 
cases:  
 All the variables are I(0) (stationary): one is in the standard case, i.e. a VAR in level 
 All the variables are I(d) (non-stationary) with d>0:  
o The variables are cointegrated: the error correction term has to be included in the VAR. 
The model becomes a Vector error correction model (VECM) which can be seen as a 
restricted VAR.  
o The variables are not cointegrated: the variables have first to be differenced d times and 
one has a VAR in difference.  
Concise matrix notation  
One can write a VAR(p) with a concise matrix notation:  
       
Example  
For a general example of a VAR(p) with k variables, A VAR(1) in two variables can be written in 
matrix form (more compact notation) as  
[
    
    
]  [
  
  
]  [
        
        
] [
      
      
]  [
    
    
]  
 
or, equivalently, as the following system of two equations  
                                   
                                   
Note that there is one equation for each variable in the model. Also note that the current (time t) 
observation of each variable depends on its own lags as well as on the lags of each other variable in the 
VAR.  
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Writing VAR(p) as VAR(1)  
A VAR with p lags can always be equivalently rewritten as a VAR with only one lag by appropriately 
redefining the dependent variable. The transformation amounts to merely stacking the lags of the 
VAR(p) variable in the new VAR(1) dependent variable and appending identities to complete the 
number of equations.  
For example, the VAR(2) model  
                      
can be recast as the VAR(1) model  
[
  
    
]  [
 
 
]  [
    
  
] [
    
    
]  [
  
 
] 
where I is the identity matrix.  
The equivalent VAR(1) form is more convenient for analytical derivations and allows more compact 
statements.  
Structural vs. reduced form  
Structural VAR  
A structural VAR with p lags (sometimes abbreviated SVAR) is  
                                  
where    is a k × 1 vector of constants, Bi is a k × k matrix (for every i = 0, ..., p) and εt is a k × 1 
vector of error terms. The main diagonal terms of the B0 matrix (the coefficients on the i
th
 variable in 
the i
th
 equation) are scaled to 1.The error terms εt (structural shocks) satisfy the conditions (1) - (3) in 
the definition above, with the particularity that all the elements off the main diagonal of the covariance 
matrix  (     
 )   ∑ are zero. That is, the structural shocks are uncorrelated.  
For example, a two variable structural VAR(1) is:  
[
       
       
] [
    
    
]  [
    
    
]  [
            
            
] [
      
      
]  [
    
    
] 
Where, 
∑   (     
 )  [
  
  
   
 
]   
That is, the first equation explicitly and passing y that is, the variances of the structural shocks are 
denoted    (  )    
  (i = 1, 2) and the covariance is    (     )   . 
Writing the first equation explicitly and passing      to the right hand side one obtains 
                                                    
Note that      can have a contemporaneous effect on      if        is not zero. This is different from the 
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case when    is the identity matrix (all off-diagonal elements are zero — the case in the initial 
definition), when      can impact directly        and subsequent future values, but not     .  
Because, of the parameter identification problem, ordinary least squares estimation of the structural 
VAR would yield inconsistent parameter estimates. This problem can be overcome by rewriting the 
VAR in reduced form. 
 From an economic point of view it is considered that, if the joint dynamics of a set of variables can be 
represented by a VAR model, then the structural form is a depiction of the underlying, "structural", 
economic relationships. Two features of the structural form make it the preferred candidate to represent 
the underlying relations:  
1. Error terms are not correlated. The structural, economic shocks which drive the dynamics of 
the economic variables are assumed to be independent, which implies zero correlation between 
error terms as a desired property. This is helpful for separating out the effects of economically 
unrelated influences in the VAR. For instance, there is no reason why an oil price shock (as an 
example of a supply shock) should be related to a shift in consumers' preferences towards a 
style of clothing (as an example of a demand shock); therefore one would expect these factors 
to be statistically independent.  
 
2. Variables can have a contemporaneous impact on other variables. This is a desirable feature 
especially when using low frequency data. For example, an indirect tax rate increase would not 
affect tax revenues the day the decision is announced, but one could find an effect in that 
quarter's data.  
Reduced-form VAR  
By premultiplying the structural VAR with the inverse of     
     
       
  ∑      
 
   
   
     
and denoting  
  
             
        
 
one obtains the p
th
 order reduced VAR  
     ∑      
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Note that in the reduced form all right hand side variables are predetermined at time t. As there are no 
time t endogenous variables on the right hand side, no variable has a direct contemporaneous effect on 
other variables in the model.  
 
However, the error terms in the reduced VAR are composites of the structural shocks       
      
Thus, the occurrence of one structural shock      can potentially lead to the occurrence of shocks in all 
error terms       thus creating contemporaneous movement in all endogenous variables. Consequently 
the covariance matrix of the reduced VAR  
   (     
 )   (  
      
 (  
  ) )    
  ∑(  
  )  
can have non-zero off-diagonal elements, thus allowing non-zero correlation between error terms.  
Estimation  
Estimation of the regression parameters  
Starting from the concise matrix notation (for details see this annex):  
       
1. The Multivariate Least Square (MLS) for B yields:  
 ̂     (   )   
It can be alternatively written as: 
   ( ̂)  ((   )        )    ( ) 
Where  denotes the Kronecker product and Vec the vectorization of the matrix Y.  
This estimator is consistent and asymptotically efficient. It is furthermore equal to the 
conditional maximum likelihood estimator. 
2. As the explanatory variables are the same in each equation, the multivariate least squares 
estimator is equivalent to the Ordinary least squares estimator applied to each equation 
separately.  
Estimation of the covariance matrix of the errors  
As in the standard case, the maximum likelihood estimator (MLE) estimator of the covariance matrix 
differs from the ordinary least squares (OLS) estimator.  
MLE estimator: 
∑̂  
 
 
∑  ̂
 
   
  ̂
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OLS estimator: 
 ∑̂  
 
      
∑  ̂ 
 
   
 ̂ 
  
 
for a model with a constant, k variables and p lags. 
 
In a matrix notation, this gives:  
∑̂  
 
      
(   ̂ )(   ̂ )
 
  
 
Estimation of the estimator's covariance matrix  
The covariance matrix of the parameters can be estimated as  
   ̂ (   ( ̂))  (   )    ∑̂ 
Applications  
VAR models were advocated by Christopher Sims, who criticized the claims and performance of 
earlier modeling in macroeconomic econometrics. He recommended VAR models, which had 
previously appeared in time series statistics and in system identification, a statistical specialty in 
control theory. Sims advocated VAR models as providing a theory-free method to estimate economic 
relationships, thus being an alternative to the "incredible identification restrictions" in structural 
models. 
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Table 5.7 VAR analysis of selected series 
 Standard errors in ( ) & t-statistics in [ ] 
 DSENSEX FIIN 
DSENSEX(-1) 
0.078124 2.601655 
(0.02018) (0.16092) 
[ 3.87114] [ 16.1672] 
DSENSEX(-2) 
-0.100794 1.141866 
(0.02127) (0.16957) 
[-4.73971] [ 6.73390] 
DSENSEX(-3) 
-0.036379 -0.034440 
(0.02146) (0.17112) 
[-1.69517] [-0.20126] 
DSENSEX(-4) 
-0.005258 -0.128637 
(0.02144) (0.17099) 
[-0.24520] [-0.75231] 
FIIN(-1) 
0.008021 0.255646 
(0.00253) (0.02017) 
[ 3.17165] [ 12.6777] 
FIIN(-2) 
0.002321 0.092615 
(0.00258) (0.02057) 
[ 0.89952] [ 4.50151] 
FIIN(-3) 
0.001500 0.144892 
(0.00256) (0.02040) 
[ 0.58624] [ 7.10351] 
FIIN(-4) 
-0.002859 0.043181 
(0.00237) (0.01889) 
[-1.20681] [ 2.28570] 
C 
0.000136 0.025922 
(0.00039) (0.00310) 
[ 0.35034] [ 8.35129] 
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The figures above show that the FIIN or net FII investments are dependent on the movement of 
SENSEX at lag one and two. On the other hand the movement of SENSEX (DSENSEX) is not at all 
dependent on the movement of FII investments (FIIN). This will be clearer when we will conduct 
further testing but presently it is evident from the result of VAR analysis that DSENSEX is not 
dependent on FIIN for its movement but FIIN is dependent on DSENSEX for its movements. From 
these results it is evident that the myths in the market are wrong that FIIs create volatility in Indian 
Markets. 
The test clearly shows the interdependency is of FIIs on SENSEX but as this research is a study based 
on limited time span and has a applied limited statistical tools for checking the interdependency and as 
statistical tools only examine primary relationship the existence of some secondary or tertiary 
relationship cannot be rejected.   
5.4.2 Impulse Response Function 
Structural VAR embeds economic theory within time series models, providing a convenient and 
powerful framework for policy analysis. Impulse response function (IRF) tracks the impact of any 
variable on others in the system. It is an essential tool in empirical causal analysis and policy 
effectiveness analysis. This note reviews important concepts related to impulse response function and 
structural VAR.  
 
Definition  
Let Yt be a k-dimensional vector series generated by  
                                                                                                     (5.5.2.1) 
Where, cov(Ut) = Σ, Φi is the MA coefficients measuring the impulse response. More specifically, Φj k,i 
represents the response of variable j to an unit impulse in variable k occurring i-th period ago. IRF are 
used to evaluate the effectiveness of a policy change, say increasing rediscount rate.  
 As Σ is usually non-diagonal, it is impossible to shock one variable with other variables fixed. 
Some kind of transformation is needed. Cholesky decomposition is the most popular one which we 
shall turn to now. Let P be a lower triangular matrix such that Σ =    . then eq. (5.4.2.1) can be 
rewritten as  
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   ∑      
 
   
 
 
where       ,         , and (     )   . Let D be a diagonal matrix with same diagonals 
with P and W = P D−1, Λ = DD′. After some manipulations, we obtain  
                            
where       
  ,       ,    
    . Obviously,    is a lower triangular matrix with 0 
diagonals. In other words, Cholesky decomposition imposes a recursive causal structure from the top 
variables to the bottom variables but not the other way around.  
Critiques of IRF  
 
1. Sensitive to variables ordering.  
Generalized impulse response function by Pesaran offers a partial solution and Granger and 
Swanson (1997) proposed a different but more promising one.  
 
2. Omitting important variables may lead to major distortions in IRF and make the empirical 
results worthless. However, its impact on forecasting could small. Why?  
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Figure 5.1 Impulse Response Function 
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From the analysis of graphs above we can see that in the first graph DSENSEX in not responding to 
and impulses in FIIN. But on the second graph it is clearly seen that during the first lag the movement 
in FII is inverse of SENSEX. But at Lag 2 and 3 the series FIIN is responding to the movement in 
DSENSEX. This proves our findings of VAR and also shows that a lag of 2 and 3 FII investment will 
respond to the changes in SENSEX 
 5.4.3 Variance Decomposition  
Variance decomposition or forecast error variance decomposition indicates the amount of information 
each variable contributes to the other variables in a vector autoregression (VAR) models. Variance 
decomposition determines how much of the forecast error variance of each of the variable can be 
explained by exogenous shocks to the other variables.  
Calculating the forecast error variance  
For the VAR (p) of form  
                       
Change this to a VAR (1) by writing it in companion form (see general matrix notation of a VAR(p))   
              where 
  
[
 
 
 
 
    
   
   
 
 
    
 
 
      
  
 
 
                       
          ]
 
 
 
 
   [
  
 
  
]    [
 
 
 
 
]       [
 
 
 
 
]  
Where            are k dimensional column vectors. A is    by    dimensional matrix and Y, v and 
U are    dimensional column vectors  
Calculate the mean squared error of the h-step forecast of variable j,   [    ( )]   
  
   [    ( )]  ∑ ∑(  
     )
 
 
   
   
   
 (∑     
 
   
   
)
  
 (∑  ∑   
 
 
   
   
)
  
 
Where    is the j
th
 column of   and the subscript jj refers to that element of the matrix.       where 
P is a lower triangular matrix obtained by a Cholesky decomposition of ∑ such that ∑    
 . 
     
    where   [      ] So, J is k by    dimensional matrix ∑ is covariance matrix of 
errors u. 
The amount of forecast error variance of variable j accounted for by exogenous shocks to variable k is 
given by        
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   [     ( ) ]⁄   
Table 5.8 Variance Decomposition 
    
    Variance Decomposition of DSENSEX: 
Period S.E. DSENSEX FIIN 
    
    1 0.016880 100.0000 0.000000 
2 0.016963 99.63727 0.362730 
3 0.017020 99.49547 0.504528 
4 0.017030 99.44706 0.552940 
5 0.017031 99.44634 0.553658 
6 0.017035 99.40145 0.598555 
7 0.017043 99.39620 0.603797 
8 0.017046 99.36485 0.635152 
9 0.017055 99.27885 0.721149 
10 0.017059 99.25781 0.742189 
    
    Variance Decomposition of FIIN: 
Period S.E. DSENSEX FIIN 
    
    1 0.133561 0.079708 99.92029 
2 0.144616 9.672894 90.32711 
3 0.150204 14.37400 85.62600 
4 0.153033 14.41464 85.58536 
5 0.153877 14.48176 85.51824 
6 0.154837 14.71488 85.28512 
7 0.155359 14.78219 85.21781 
8 0.156491 14.71640 85.28360 
9 0.157277 14.67204 85.32796 
10 0.157858 14.77663 85.22337 
    
    Cholesky Ordering: DSENSEX NET 
    
    
 
The results of Variance Decomposition test shows that the movement of DSENSEX is not affected by 
the changes in FIIs, but on the other hand it totally depends on DSENSEX till 10 periods. In contrary 
to DSENSEX the FIIN is majorly dependent on the movements in DSENEX at period 2 and 3.  
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Granger causality  
The Granger causality test is a statistical hypothesis test for determining whether one time series is 
useful in forecasting another. Ordinarily, regressions reflect "mere" correlations, but Clive Granger, 
who won a Nobel Prize in Economics, argued that there is an interpretation of a set of tests as revealing 
something about causality. A time series X is said to Granger-cause Y if it can be shown, usually 
through a series of t-tests and F-tests on lagged values of X (and with lagged values of Y also 
included), that those X values provide statistically significant information about future values of Y.  
This technique has been adapted to neuroscience, although its usefulness in fMRI is contested. 
Method  
The test for Granger causality works by first doing a regression of ΔY on lagged values of ΔY. (Here 
ΔY is the first difference of the variable Y — that is, Y minus its one-period-prior value. The 
regressions are performed in terms of ΔY rather than Y if Y is not stationary but ΔY is.) Once the set 
of significant lagged values for ΔY is found (via t-statistics or p-values), the regression is augmented 
with lagged levels of ΔX. Any particular lagged value of ΔX is retained in the regression if (1) it is 
significant according to a t-test, and (2) it and the other lagged values of ΔX jointly add explanatory 
power to the model according to an F-test. Then the null hypothesis of no Granger causality is retained 
if and only if no lagged values of ΔX have been retained in the regression.  
The researcher is often looking for a clear story, such as X Granger-causes Y but not the other way 
around. In practice, however, it may be found that neither variable Granger-causes the other, or that 
each of the two variables Granger-causes the other.  
Limitations  
Despite its name, Granger causality is not sufficient to imply true causality. If both X and Y are driven 
by a common third process with different lags, one might still accept the alternative hypothesis of 
Granger causality. Yet, manipulation of one of the variables would not change the other. Indeed, the 
Granger test is designed to handle pairs of variables, and may produce misleading results when the true 
relationship involves three or more variables. A similar test involving more variables can be applied 
with vector autoregression.  
Mathematical statement  
Let y and x be stationary time series. To test the null hypothesis that x does not Granger-cause y, one 
first finds the proper lagged values of y to include in a univariate autoregression of y:  
                                       
Here      is retained in the regression if and only if it has a significant t-statistic; m is the greatest lag 
length for which the lagged dependent variable is significant. 
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Next, the autoregression is augmented by including lagged values of x:  
                                                       
One retains in this regression all lagged values of x that are individually significant according to their t-
statistics, provided that collectively they add explanatory power to the regression according to an F-test 
(whose null hypothesis is no explanatory power jointly added by the x's). In the notation of the above 
augmented regression, p is the shortest, and q is the longest, lag length for which the lagged value of x 
is significant.  
The null hypothesis that x does not Granger-cause y is accepted if and only if no lagged values of x are 
retained in the regression.  
 
Table 5.9 Granger Causality Test 
VAR Granger Causality/Block Exogeneity Wald Tests 
Date: 04/30/12   Time: 10:13  
Sample: 1/01/2001 12/30/2010  
Included observations: 2464  
    
    
    
Dependent variable: DSENSEX  
    
    
Excluded Chi-sq df Prob. 
    
    
FIIN  15.26969 4  0.0042 
    
    
All  15.26969 4  0.0042 
    
    
    
Dependent variable: FIIN  
    
    
Excluded Chi-sq df Prob. 
    
    
DSENSEX  329.1997 4  0.0000 
    
    
All  329.1997 4  0.0000 
    
    
    
 
From the above table we can find that while trying to establish a two way relationship we could 
enforce the results of the above test to confirm that FIIN does not cause DSENSEX but DSENSEX 
does cause FIIN. As we know one of the major limitation of granger causality is that it is a bi-variate 
test and there are other factors also involved in the causing the market to move. So from the above tests 
we can only conclude that there is no direct relationship that investment or dis-investment by FIIs 
cause movements in SENSEX. But a direct relation could be established that a movement in SENSEX 
does cause FIIs to invest or disinvest money in Indian Stock Markets. 
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Conclusion 
Basic aim of the present chapter is to test the basic hypothesis of the research. The results are obtained 
based on data collected in span of 10 years from 1
st
 January 2001 to 31
st
 December 2010. The chapter 
is divided into three major parts that are: 
1. Data collection and processing 
2. Pre-Analysis testing of Data and 
3. Final testing of data and establishing a relationship. 
In the first part the raw data collected is processed in a proper way so that it can be used properly for 
analysis and establishing relationship. Then the processed data is tested using few basic tests of 
stationarity and normality. After finding that the data is stationary and normal the VAR Lag Length 
Selection test is conducted, so that the analysis model is developed with a proper Lag Length. In the 
last and final phase the two hypotheses are tested using various tests and the conclusions are drawn the 
two major hypotheses for the research are: 
1. Ho: There is no significant impact of FII’s investment in bringing volatility to Indian 
capital market: This null hypothesis was accepted using the results of VAR, Impulse response 
function, variance decomposition and Granger Causality. 
2. Ho: There is no significant impact of Capital market volatility on the investments by FIIs: 
This null hypothesis was rejected by use of VAR, Impulse response function, Variance 
decomposition and Granger Causality. 
At the end we can finally conclude that FIIs did not bring volatility into Indian Markets but on the 
contrary the volatility in Indian markets did cause FIIs to withdraw their money from India. 
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CHAPTER – 6 
SUMMARY, FINDINGS AND CONCLUSION 
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5.1 Introduction 
In the last two decades the Indian and the International capital markets have grown at a very rapid 
pace. From the opening of Indian economy and markets in the 1991 to the sub-prime crisis to 2008 and 
the voltaic markets after that has taken Indian markets to some new levels. Some phenomenal growth 
to some great recessions the Indian markets have in last two decades some of the huge volatilities. 
After the first investment by FIIs in January 1993, FIIs were considered to be a driving force in the 
Indian markets. Some researches like Badhani (2005) and Rai (2001) have rejected this belief but still a 
common fells and even few investor believe the FIIs are a dominant force behind the rise and fall of 
the Indian markets. 
In the last decade, this happens to be the period of study for the thesis. There have been some steep 
rises in the early part of the century and some huge falls in the next and finally some great volatility in 
the end. The last decade has been like a roller-coaster ride for the Indian markets. 
For better understanding of the concepts and the findings and suggestions the researcher will 
summarize each of the findings and suggestions in a chapter wise format. 
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The first chapter of thesis summarizes the basics of the Indian Capital Market. It gives a basic idea of 
market regulators, instruments for investment, and the basic structure of the Indian capital market. 
During the study of Indian capital market the researcher has found out the following short comings: 
The Indian capital market has emerged as one of the fastest growing market in the world in the past 
decade. The market is well organized and there are proper controlling mechanisms in the market. The 
equity markets majorly dominate the capital market. Whereas the market is majorly dominated by 
government securities or debts.  
The Indian debt market is still not well developed because of dominance of the G-Sec. The paradigm 
shift in the market has started in the 1990s when the retail investor was motivated to invest in equity 
market, which resulted to rapid growth in the market. The stable growth of the Indian Economy has 
also contributed to the development of the Indian capital market. 
Since the inception of capital markets in India, in the late 1800s the Indian markets have passed 
through good and bad times. The growth of the Bombay Stock Exchange in 1840s the Indian stock 
market has grown in a stable and slow way, but since the late 1990s the growth of the Indian stock 
market has been phenomenal. But with the rapid growth came great volatility which has resulted in 
losses to investors and lack of support to the market. 
The Bombay Stock Exchange (BSE) is one of the oldest and one of the biggest stock exchanges in 
world. Today it has around 9725 companies listed as on April 2012 and has an annual turnover of more 
than 1 trillion. SENSEX stands for sensitivity India and it is considered to be representing the Indian 
stock market. SENSEX is a group of 30 companies listed on the BSE called the Blue Chip companies. 
The SENSEX was started in the year 1986, since then it is considered to the indicator of the Indian 
stock markets. 
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In the last decade of 20
th
 century and the early half of the first decade of the 21
st
 century the Indian 
primary markets flourished. During the period from 2007 there were as many as 285 IPOs. Almost all 
IPOs in this period were either oversubscribed or fully subscribed. This resulted to great economic and 
infrastructural development in this country, but at the same time it brought with it a great phase of 
hyper-inflation in the economy. The hype in the primary market was a result of excessive buying in the 
secondary markets. But then during period between 2008 to2012 there were not many IPOs coming 
and even the ones which were coming were undersubscribed. During this period there were even failed 
IPOs like that of work hospitals. All this is because of the loss of trust from investors. The markets 
have seen a huge volatility during the meltdown. 
The development in the secondary market started with the evolution of BSE. Till 1970s the stock 
markets in India was operating with only a few traders registered with the exchange. The size of the 
Indian market was very small, but during the early 1980 people started taking interest in the stock 
markets and with establishment of SEBI in 1988 the Indian security market specially the secondary 
market showed a great boom. Then in late 1990s and early 2000s the Indian secondary market growth 
was phenomenal with SENSEX reaching its all-time high of 21,000 points everybody believed that the 
golden era of the Indian stock markets has started but then came the phase of recession which led to 
huge losses to investors with the markets falling to around 8,000 points in 3 days. This great volatility 
and fall in the market led to investors withdrawing money from the market and the market never 
recovered after this point. Now there are three major stock exchanges operating in India namely BSE, 
NSE and OTCEI. 
In early 1990s the government after facing depletion is the FOREX reserves have allowed in Indian 
companies to raise funds from the international market. This resulted in Indian firms going abroad for 
their fund requirements. Funds can be raised from the international market in the form of ADRs, GDRs 
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and FCCB. ADRs became a very popular instrument for raising funds in the later 1990s where many 
companies came with their ADR issue. 
The phenomenal growth in the Indian markets resulted in the successes of the ADR issue but at the 
same time the recession in USA also affected the performance of the firms on the Indian exchanges. 
GDRs are not that popular among companies and investors but are still considered to be a good option 
for raising money from markets other than the US. FCCBs are debt equity instrument which are used 
by various big companies like Reliance for raising money from the international markets.  
In the period of volatility the role of market regulators like SEBI, RBI and the exchanges have faced a 
severe criticism from the public, because they failed to controlled volatility. At one phase the investors 
even were commenting that the entire term oil in the Indian markets is due to failure of SEBI in 
controlling the movement of FIIs. People also blamed FIIs for the poor performance of the Indian 
markets. 
However the role of regulation is always criticized in India. At times it is felt that for the poor 
performance and frauds in the Indian stock markets the responsibility has to be taken by SEBI. The 
market regulators role is very important for any market and Indian regulators should also understand 
this and take proper steps to safeguard the interest of the investors. They should also understand that 
the market will grow only when investors felt it secured to invest in India. 
FINDINGS: 
During the study of Indian Capital Market the researcher has come across the following findings. 
 Indian stock markets are one of the oldest and the most developed markets in Asia, but still 
quiet under developed. The Indian markets are still undervalued to some extent and has a lot of 
growth potential in the future. 
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 The primary markets in India have following issues. 
1. Lack of technological support: 
Lack of technological support means the technology used in India is still under 
developed ASBA (Application Supported by Blocked Account), online IPO is still a 
new concept in India and there are many technological problems like high refund period 
which results in a great loss to investors as well as the company. 
2. Lack of Proper Rating Agencies: 
The lack of proper credit rating agency is another problem that the Indian primary 
market faces. India does have credit rating agencies like crisis but they are still not 
trusted by investors internationally because of lake of expertise in credit rating and the 
semi government structure of the agencies. The lack of big private players in credit 
rating is another big challenge that the Indian primary market faces. 
3. Withdrawal of IPOs: 
One of the major issues in primary markets these days is the withdrawal of IPOs, 
because of poor performance of secondary markets. Pricing of the issues in primary 
markets is a huge problem but, it should be seen a failure of the company, it is just that 
the prices of the buyers and sellers do not match. One of the reasons for failure of IPOs 
is the aggressive rice bands of the new IPOs which do not match the performance. 
4. “Cornering” of Share: 
One of the important problems in the Indian markets is that the cornered sharers are 
offered to the public. This is usually practiced by huge investors who camouflages as 
small investors to cell cornered shares. 
5. Grey Market Manipulation: 
Another major problem with the Indian markets is the over subscription of the shares. 
There are instances where major subscription is from grey market. This leads to 
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collapse in the prices as soon as the issue is listed on stock exchanges. These shows that 
investors are using the primary market for short term gains which can basically result 
into market failure at a later stage and huge losses to genuine investors which may 
result into panic in the market. 
 On the other hand secondary market also have the following issues: 
I. Corporate Governance: 
 The standard of corporate governance in India is very poor. The mediatory disclosure 
norms in India were not that strong till the year 2000. During the period prior to 2000 
the Companies Act of 1956 had  provisions regarding corporate governance it was in 
later part of year 2000 when the report of Kumar Mangalam Brila committee came into 
existence and the Clause 49 of the listing agreement was  at that was when CG came 
into effect in India. Even after the changes in the rules the market did not change much 
the satyam scam is just one example of loop hole in the mechanism of C4 in India. 
II. Volatility: 
 Volatility is another important problem that the Indian markets are facing these days. 
After the year 2008 the Indian markets have interred in an  of volatility. Volatility 
means the excessive change in the price of stocks. In the period  prices went for a roller-
coaster ride and resulted in great loss to the investors during the period between 2008 to 
2010. The Indian stock markets had a high of 21000 points a low of 8000 points and an 
average 16000 points these figure can give us a basic idea of how volatile the market 
were during these years. 
III. Price Manipulation: 
 Even though price manipulation in India most of the corporate in India follow price 
manipulation on to survive in the market. Price manipulation means changing the 
market price of stocks using unfair means like insider trading, leaking corporate 
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information discounting, inflating returns etc. Price manipulation in India is a big 
challenge for the regulator because price manipulation can bring with a great recession 
in market. For example in Satyam scam Mr. Ramalinga Raju tried to manipulate share 
price of Satyam using his own trading hours which was caught at later stage and Mr. 
Raju was thrown behind the bars. So, it is preferred that the firms should try to 
manipulate price rather they should let the price of stock to float freely in the market. 
 SEBI as a market regulator is trying really hard to retain the trust and faith of the investors, but 
till it could not discharge its duties properly some of the actives that could not be controlled in a 
proper way by SEBI are: 
1. Price Manipulation at stock exchanges. 
2. Application of proper corporate governance standards in Indian Companies. 
3. Occurrence of frauds like Harshad Mehta scam, Ketan Pareikh scam, Satyam scandal 
etc. 
4. The existence of dabba trading even though it is banned.  
5. Dealing of securities in grey market. 
6. Proper implementation of DIP guidelines. 
7. Control on cornering of shares. 
8. Improper listing of IPOs. 
9. Withdrawal of IPO from primary market etc. 
 In this chapter the research focused on Indian stock markets and the role of regulators in both 
primary as well as the secondary market. This chapter also analysis factors that affects the 
movement scripts of prices in the stock markets. 
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The second chapter is divided into four major parts. The first part of the chapter talks about the basics 
of FII investments in an around the world. In this part the basics of investment and factors affecting 
investments are taken into consideration. The part also gives a brief overview about the Investments 
made by FII in various nations of the world. It also elaborates the movements in investment decisions 
and investment patterns of FIIs in India and World. 
In the second phase the history and evolution of FIIs in India is discussed. In this phase particularly 
topic discussed are the changes in government policies related to FIIs and how FIIs have reacted to 
such a change in the situation. The development of FIIs in India has been phenomenal since 1993, 
when they were first allowed to invest in Indian equity markets. Over the years FIIs have invested a 
huge source of money in the Indian market but then also tried to become the market drivers and at this 
very point the role of regulators become important. The huge a fast inflow of FIIs was due to the under 
valuation of stock prices in India. But they also faced problems like: 
1. Changing Government Policies. 
2. Lack of effectiveness of market regulators. 
3. Improper corporate governance standards in India. 
4. Lack of proper technological support in early phase etc. 
In the third part the benefit of having FII investments in the country are discussed. The major benefits 
discussed here are reduction of un-systematic risk by diversification of portfolio which was to provide 
write to some extent during the U.S sub-prime crisis. The next benefit is the reduction of systematic 
risk. Then after the researcher discussed several other advantages like benefits to the country in the 
form of better infrastructure development and etc. 
In the fourth and last part of the chapter discussion about the risks and constraints faced by foreign 
institutional investors. In this chapter risks like currency risk and country are discussed in details. As 
FIIs home currency and the currency of investment are different the face a risk of changes in exchange 
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rates of this home currency viz-á-viz other currencies of world where in they invest. Earlier it was 
discussed that by investing in different countries FIIs can reduce their systemic risk, but at times it is 
possible that due factors like war, riots, political instability and civil commotion in host country the 
investors may lose a huge sum of money this is called country risk. The country risk is a type of 
systemic risk. The constraints on the activity of FIIs in a host country are: 
1. Taxation: 
If the agreement for avoidance of double taxation is not present between the home country of 
FIIs and the investing country. The FIIs are subject to double taxation which may result into 
lesser profits to the FIIs. 
2. Foreign Exchange Controls: 
Government controlled restrictions on remittance of foreign exchange can cause problems 
for FIIs in repatriation of profits. Exchange control restrictions can lead to stucked money. 
Exchange control restrictions in the host country can reduce the profitability of the FIIs. 
3. Capital Market Regulations: 
Regulations does exist in every country on investment by FIIs in capital markets. This is due 
to the fact that no country wants volatility in the markets. To reduce volatility the market 
regulators may impose restriction of FII which may result into loosing of interest.  
4. Transaction Costs: 
Transaction cost means the cost of changing securities and markets. For FIIs transaction 
costs are a big issue as the host countries lay down huge transaction changes on FIIs. 
5. Familiarity with Foreign Markets: 
Economic diversity is among nations also creates problems for FIIs in studying and 
analyzing investment alternatives. The difference in economic condition can lead to higher 
research costs and still returns remain uncertain. This results in reduction of profitability for 
FIIs. 
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 During the   phase of this chapter the discussion on instruments for investment by FIIs are 
discussed the instruments are divided into two broad categories. 
1. Direct investments in foreign portfolios. 
2. Indirect investments in foreign portfolios. 
Under direct investment in foreign portfolios there are two bases which are discussed as: 
A. Purchase of Foreign Securities in Foreign Markets: 
This basically means entering into foreign markets as registered FIIs and the buying and 
selling shares accordingly. 
B. Purchase of Foreign Securities in Domestic Market: 
This term basically means buying ADRs/GDRs as the country for FIIs may be. This 
also includes buying FCBs and FCCBs. 
Indirect investments have basically three forms of investments they are: 
A. Equity-linked Euro Bonds: 
To avoid the messy procedure of direct investment the FIIs can think of buying hybrid 
instruments like equity linked euro bonds. The basically are callable bonds which have a 
call option on foreign stocks. 
B. Purchasing Shares of Multinational Companies: 
Without crossing international boundaries the investors can buy the stock directly from 
their exchange which may result to diversification of portfolio without crossing 
boundaries. 
C. International Mutual Funds: 
One of the most secured and safe way of investing in foreign securities in investing in 
international mutual funds which would in foreign equity markets. 
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FINDINGS: 
In the research carried out the researcher could find the following problems exist for local investors, 
Regulators and FII: 
1. Problems for Local Investors: 
The major problems faced by investors of the country where securities are traded are: 
A. Increasing volatility of the market: 
As FIIs come with huge funds they also come with inflation in prices of selected stocks and 
also volatility in the overall market. 
B. A fear of loss sovergnity  of the company: 
As the FII come with huge financial support the investors fear that the control may got FII 
which may lead to losses to the company. 
C. The fear of recession: 
If the FIIs start dominating the Indian markets there can be a condition of recession when they 
will withdraw money. 
2. Problems to FIIs in Investing in Other Countries: 
The major problems faced by FIIs are. 
A. Currency risk: 
It is the risk greater due to the change in the exchange rate of country of origin for FIIs and 
country of investment for the FIIs. 
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B. Country risk: 
The unsymintic risk that arises due to the failure of the entire economy of the country where the 
FIIs may have invested their money. 
C. Taxation: 
The FIIs may face of problem of double taxation which may result into decreased earnings.  
D. Foreign exchange control: 
If FIIs earn more profits they might attract exchange control restrictions of the government of 
the country where investment was made resulting to stoppage of funds. 
E. Capital market regulations: 
The FIIs may not be allowed to make investment in all types of share. For example in India till 
some time back FIIs were allowed to investing a group companies only.  
F. Transaction costs: 
The regulators and exchanges impose high transaction costs on FIIs over and above the 
restriction. The FII have to pay huge registration fees and higher transaction charges to 
exchange which affects their bottom line. 
G. Familiarity with the markets: 
As the home market and market for investment are different for FIIs they also face a problem 
for lack of proper market information. 
Problems to the regulators with more FII investments coming: 
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Market regulators like SEBI in India face the following problems with more FIIs investing in the 
Indian markets: 
1. The problem of dominance of FIIs on the markets: 
The role of market regulators is to protect the market from the dominance of FIIs but due to lack of 
proper rules and methods to overcome the dominance. The role of regulators have been always 
criticized for not controlling FIIs. 
2. Lack of effective tools to stop FIIs from increasing volatility: 
As the regulators do not have proper tools to control volatility in the market both FIIs and domestic 
investors criticize the role of regulators.    
 FIIs were allowed in India in the 1992 but the first investment was made in the year 1993 since 
then the investments by FIIs in India has grown in folds with money coming from FIIs the 
infrastructural and economic development has also gone fast. 
 Greater flow of money from FIIs was majorly from the United States of America. Due the US 
sub-prime crisis the US investors withdraw their money from India in later half of the year 
2008 but this was not the only reason for the fall of the Indian markets. 
 After the US sub-prime crisis the markets across the globe has gone to through thogh times, 
now the E.V crisis is also affecting the international markets. 
 FII have always been the biggest issue for discussion in the capital market even if the market is 
passing through a good or a bad time. 
 FIIs in India invest their money through various instruments like directly buying shares from 
Indian markets, buying Indian shares in the form of ADRs and GDRs, buying hybrid 
instruments like equity linked euro-bonds etc. 
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 The most popular instruments for investment by FIIs are direct purchase from Indian markets 
and international mutual funds. 
 This chapter provides overall view of what are FIIs? How they operate? And what are the 
instruments and concerns for investment by FIIs? 
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The third chapter emphasizes on the methodology used in the research during the entire period of the 
study. 
 The first part of the chapter gives the overall outline of the research and clarifies the tools used. 
 The next part then defines research problem. 
 After defining the problem the review of related literature is carried out. 
 After having an idea from the related literature the objectives of the research are specified. 
 Then the some basic assumptions for the research are stated. 
 After basic assumptions comes the relevance of study. 
 The next part of the research is the methodology used for research. 
 Then finally discussion of the limitations of the studies is carried out. 
 
 
\ 
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FINDINGS: 
During the research following things were founded by the researcher: 
 The data used in the research has to be treated properly and adjustments are needed in the data 
to make it analyzable. 
 The objectives of the research needed some changes as during the research there were certain 
problems and to solve those problems certain minor adjustments are made in the research 
objectives. 
 The basic assumptions taken for the research are thoroughly verified and the conclusion draw 
are in line with the research objectives. 
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In the fourth chapter we have discussed the effects of FIIs on the Indian Economy, the three major 
variables were selected namely: 
A. Inflation 
B. Exchange Rates 
C. Stock Markets 
For the study of relationship between FIIs and the above three variables the monthly data of FIIs and 
the corresponding variable is taken for the period  
In this portion only basic analysis is done on the basis of graphs. The graphical representation shows 
that FIIs do not have any direct relationship with any of these variables but indirect relationship may 
exist. 
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The fifth chapter of research is the most important chapter of the thesis is the chapter of data analysis 
and interpretation. This chapter is majorly divided into three parts namely preparation of data, 
preliminary testing and the final testing of data. 
In the first phase the data is processed using various mathematical tools for making the data ready for 
testing. For the purpose of treatment the series of data containing closing value of SENSEX is 
difference logged in Eviews 7.2, using the formula 
DSENSEX = dlog(SENSEX,1). 
Where, DSENSEX is the new series obtained to be used for analysis; SENSEX is the series of daily 
closing values of BSE 30 or SENSEX and dlog is the operator of taking difference in Eviews. 
For taking the net values of investments by FIIs the daily values purchase and sales are taken and then 
these are logged and subtracted, using the formula 
FIIN = log P – log S  
Where, FIIN is the new series generated for analysis; P is net purchase by FIIs and S is the net Sales by 
FIIs. 
Then in the next stage the above obtained series DSENSEX and FIIN are tested using various tools for 
the fitness of data. As the entire analysis and results are based on these two series the proper fitness 
testing is very important. The fitness test plays an important role in deciding whether the conclusion of 
the report can be applied for all time spans to the data, whether or not the data collected can be tested 
using various testing methodologies or not etc. 
The major fitness tolls applied during the study are: 
1. Unit root tests for checking the stationarity of the data: 
The major tests used for checking stationarity are: 
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a. Augmented Dickey-Fuller (ADF) Test of Unit root 
b. Phillips-Peron (PP) test if unit root 
c. Kwiatkowski Phillips Schmidt and Shin(KPSS) test of Stationarity  
2. Test checking the normal distribution of collected data using Kurtosis and Skewness. 
3.  Lastly the tests for selection of proper Lag length for carried out which can be useful carrying 
various advanced tests. Under the lag length selection criterion three major information criteria 
used are: 
a. Akaike Information criteria 
b. Bayesian Information criteria and 
c. Hannan-Quinn Information criteria 
These criteria are used to select lag length for the basic VAR model which serves as the base for the 
other advanced tests. 
Finally the data was processed using various types of tests for checking the hypothesis and establishing 
the relationships. The tests used for checking the data are: 
a) Vector Auto-Regression 
b) Impulse Response Function 
c) Variance Decomposition and 
d) Granger Causality 
The tests results shows some very unexpected results, like according to VAR the Investments by FIIs 
do not affect the movement of  SENSEX but at the Lag Length of 2 and 3 the movement in SENSEX 
does cause the FIIs to withdraw money from India. Similarly the other tests also enforce the same 
results. The Granger Causality Test however gives a clear picture of who affects whom and it shows 
that FIIs do not cause SENSEX but SENSEX does cause FII. 
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FINDINGS: 
The research carried out in this chapter shows that the data collected from the various sources is non-
stationary and non-normal after proper treatment of the data it became researchable. The data was then 
analyzed using various models; the results show that there is no significant relationship from FIIs to 
BSE SENSEX. However during the research it was found that BSE SENSEX does cause FIIs to invest 
or dis-invest money in India. 
The results of VAR analysis, impulse response function and variance decomposition shows the non-
existence of relation from FIIs to SENSEX is a shorter run. However the existence of relationship on a 
longer run cannot be commented. On the other had the short term relationship from SENSEX to FIIs is 
very evident from the test results.  
Hence, we can conclude that in shorter run FIIs do not cause volatility in Indian capital market. 
However, the volatility in Indian market does cause FIIs to withdraw their money from India  making 
Indian market to fall even faster and deeper. 
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CONCLUSION 
The beginning of the new millennium is remarked in the Indian capital market at the era of rapid 
growth and development. The first half of the first decade of the new millennium the Indian stock 
markets showed some unprecedented growth. Till the first quarter of 2008 the market growth was 
phenomenal and everyone was expecting the market to grow at even faster pace. With the BSE 
SENSEX touched its all-time high of 21,000 points. But, following the rapid growth came the era of 
great volatility. When the market showed some of its steepest fall and lower circuit was applied on the 
entire market for 3 consecutive days. From 21,000 points the market fell to below 8,000 point mark. 
This time is known as to be the worst time for the Indian markets and even after 4 years today, the 
markets are still trying to recover from the shock.  
In during this fall the investors and experts of the stock markets trying to search for the reasons of such 
a rapid fall blamed FIIs for the fall. The present research aims at studying the exact role of FIIs in 
bringing the volatility to the Indian markets during the period from 1
st
 January 2001 to 31
st
 December 
2010.  
During the research period the researcher studied the origin, history, development and factors affecting 
FIIs and SENSEX. An in –depth research was carried out to find out the exact impact of FIIs on the 
Indian stock markets. It was found in the early stages of the research that in the recent times there is a 
huge investment flowing from FIIs in the Indian capital market. Since huge fund were flowing in and 
out of the market it was considered that FIIs brought in the volatility in the market.  
During the study it was found that the results of the research are in line with the researches of Badhani 
(2005), Mukherjee (2002) and Chakrabati (2001) that there is no short term causality from FII to 
SENSEX but a short term causality does exist from SENSEX to FIIs. 
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The present research has clearly established the relation that in short run FIIs do not cause volatility in 
Indian markets but, the volatility in the Indian market does make it difficult for FIIs to retain the 
investment and they withdraw money from the Indian market making the losses bigger for both 
domestic and foreign investors in India. 
At last I would like to quote in the words of Allan Watts that 
“A Myth is an image in which we try to make the sense of the world”  
 So, at the end one should always remember that before reaching to a conclusion it better always, to 
check the real cause of an incident and then comment on it because, what one see with his/her own 
eyes is sometimes not the correct picture. Before blaming any one for a wrong doing we should always 
take due care that whatever we speak is at least checked and proved correct. 
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